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INTRODUCTION 


We are constantly reminded by some of the econo- 
mists and business men that the fluctuation of the 
business cycle is inevitable; that there is an ebb and 
flow in the demand for commodities and services that 
cannot from the nature of things be regulated. I 
have great doubts whether there is a real foundation 
for this view. Thirty years ago our business com- 
munity considered that a cyclical financial panic was 
inevitable. We know now that many of our indus- 
tries are themselves finding methods for insuring 
more continuous operation of their plants during 
these ebbs and flows of demand. 

An analysis of the business cycle quickly brings 
one to the separation of our production of consum- 
able goods from the construction of our plant and 
equipment — that is, our houses, our public utilities, 
our public improvements, our public works. The ebb 
and flow of demand for consumable goods probably 
in the main may be uncontrollable. There is more 
hope that we could direct certain branches of our 
construction and equipment, such as public works, 
the greater utilities, in such a fashion that we could 
provide the finances and then delay construction 
until periods of depression, and thereby shift our 
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labor from consumable goods to plant and equipment 
in these periods. Such a course would clip the top 
from booms and the depression from slumps. While 
this is and can be applied to some large enterprises 
its best possible field of application is in public works, 
and already some states are seeking its application. 

The desire for greater stability is strong and per- 
sistent and grows in force after periods of economic 
difficulty. Following the great depressions of the 
early nineties we were afflicted with a flood of com- 
binations and consolidations by the combining of 
capital. This was the natural result of the previous 
period of widespread bankruptcy and therefore a 
groping for something that would serve as a basis 
of stability. The law very promptly stepped in to 
prevent the domination threatened by the combina- 
tion of ownership with its elimination of competition 
and its strangling of equality of opportunity. 

The more recent form of this groping for stability 
is witnessed in the tremendous growth of economic 
associations of all kinds, especially during the last 
decade. This is not alone a question of manufac- 
turing and transportation industries. It has been 
equally prevalent among farmers, among workers, 
and among distributors, until there are today of one 
kind or another probably 25,000 of these voluntary 
associations having economic objectives. The farmer 
and labor associations have been practically ex- 
empted from the restrictions of the trade restraint 
laws, and a vast majority of the others are concerned 
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with many matters that do not result in trade re- 
straint and are definite contributions to public wel- 
fare. The functions of genuine chambers of com- 
merce and trade associations have no relation to 
things originally contemplated as violations of the 
law, and do make for public welfare. 

Viewing the disastrous phenomenon of boom and 
slump in the light of what the Government can prop- 
erly do, I believe there has been a great underesti- 
mation as to the potential importance to commerce 
and industry of an adequate service of statistics. I 
believe that the stability and soundness of business 
can be greatly enhanced and that vicious speculation 
can be curtailed by a more adequate information 
service. We should have more timely, more regular, 
and more complete information of the current pro- 
duction and consumption and stocks of the great 
commodities in the United States. 

I am confident that there are helpful solutions 
somewhere, and their working out will be one of the 
greatest blessings yet given to our economic system 
— both to the employer and the employee. And 
there is nothing that would contribute so much to 
the contentment and the advancement of our people 
as greater assurance to the individual of a reasonable 
economic security to remove the fear of total family 
disaster through the loss of a job to those who wish 
to work. Such remedies as can be built up by better 
understanding of these matters and by voluntary ac- 
tion by business itself are wholly to the good. Gov- 
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ernmental action of equal sanity can be well applied 
to the governmental services themselves. For the 
government to attempt to regulate such matters in 
business is inconceivable, but the government can 
collect and disseminate information that would be 
helpful to business. 


Heebekt Hoovee. 


PREFACE 


Thought on business cycles is advancing from the 
stage of analysis of the causes and characteristics 
of cycles to the stage of planning the policies of the 
control of cycles. The literature of analysis and 
explanation is voluminous, whereas the literature 
of control and stabilization is in its initial develop- 
ments. The present volume is an endeavor to make 
a useful contribution to the problem of control and 
stabilization. In order to assure intensive and au- 
thoritative treatment of particular phases of the 
problem, specialists in the respective fields have been 
invited to cooperate in building the book. The good 
^ wiU of the contributors toward the enterprise has 
resulted in a volume which, it is believed, possesses 
fundamentally the unity and solidarity of an indi- 
vidual study. Although each contributor is respon- 
sible only for the views of his own chapter, neverthe- 
less the community of thought running through the 
volume must be apparent. Associated effort of this 
kind should have the effect of bringing the science 
of economics and the practice of business into a 
closer understanding and a wider cooperation. The 
book is intended alike for business men, economists, 
and students, and is offered as a contribution to the 
practical technique and the general science of greater 
control over economic institutions. 

Lionel D. Edie. 
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CHAPTER I 

THE PEOBLEM OP OONTEOLLING BUSINESS 
CYCLES 


Wesley C. Mitchell ^ 


Inteeest in the problem of controlling business 
cycles itself fluctuates with the condition of business. 
In periods of prosperity few men are concerned to 
prevent the increasing activity from running to ex- 
'tremes and breeding a crisis. During the crisis 
everyone is so worried by what to-morrow may 
bring forth that he takes thought only of emer- 
gency measures. It is in periods of depression, 
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when tb? vOutlook is drab rather than perilous 
and wVS9i business men have leisure thrust upon 
them, that cogitation upon the cause and the 
cure of business cycles becomes a mass phenomenon. > 
Then thousands of men recall their earlier experi- 
ences of hard times, speculate with their associates 
about the character and causes of such seasons, and 
consider schemes for preventing their recurrence. 

No competent student of the subject will assert 
that the rhythmical alternations of activity and 
stagnation so characteristic of modern business can 
be entirely eradicated, so long as we maintain the 
institutions of the money economy. We do not know 
what measure of control can ultimately be attained. 
On the other hand, there is nothing in current 
theories of business cycles and nothing in the 
economic history of the past which forbids us to hope 
that by well-conceived measures we can mitigate in 
great part the sufferings which we undergo at present 
in consequence of booms and depressions. 

The business cycle, swinging from the period of ac- 
tive business, speculation, expansion, and optimism, 
down into the trough of low profits, many bank- 
ruptcies, part-time operations, and unemployment, 
through a period of recuperation and back to the 
peaks of optimism again, has run its course some fif- 
teen times in our country since 1812. No one who 
studies the record of the past can doubt the reality 
of this cyclical movement in business. And no one 
can doubt that crises and depressions have brought 
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avoidable disaster upon tens of thousac ’ of business 
enterprises, and offered them unseized op^ ortunities 
of profit. Why does not every alert business man 
recognize these facts of experience and take them 
into account in all his planning? 

The main reason is that the crises do not come 
at perfectly regular intervals and that no two of them 
are quite alike. For one whole generation before the 
Civil War it seems as if the cycles had settled upon 
a definite ten-year interval, marked off by the panics 
of 1837, 1847, and 1857. But when the Southern 
states began to pass their acts of secession in the 
winter of 1860-61, the charm was broken. After 
the war ended, the first great business crisis came 
in 1873. Then the succession became rather irregu- 
lar, 1884, 1890, 1893 (with another period of in- 
. tense pressure in 1896), 1903-4, 1907, 1911, 1913-14, 
1920-21. If only the crises would come with the 
regularity of presidential elections, every business 
man in the United States would discount them. 

Further, every crisis presents peculiarities all its 
own. Public attention usually focuses on these pe- 
culiarities and makes them into explanations. The 
great smash of 1873 was called the “Jay Cooke 
panic,” that of 1884 the “railroad panic.” We had 
the “Baring panic” in 1890, the “Cleveland panic” 
in 1893, the “Bryan panic” in 1896, the “rich man’s 
panic” in 1903, and the “Roosevelt panic” in 1907. 
It takes independent thinking to work through these 
popular explanations to the fundamental facts — aU 
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the more because the popular impression is seldom 
altogether mistaken. 

People who treat each crisis as if it were an epi- 
sode without precedent in past experience make 
ludicrous and costly errors. When times are hard 
and seem to be getting harder, they think the whole 
country is going to the dogs. When times are good 
and getting better, those who do not remember busi- 
ness history run to the opposite extreme, and talk as 
if the country had entered a career of steady expan- 
sion which nothing could check. They think the 
phenomenon is one which will continue for all time, 
rather than for a few months or years at the 
most. Thus early in 1920 a government official 
in a press statement said, ‘T see no prospect of 
any considerable fall in prices for several years to 
come.” As late as May, 1920, a writer on business 
conditions in a magazine article said, “There is a 
good deal of mention in some trade reports as to a 
sobering down in purchasing by the many, and a 
diminution in extravagant expenditure. To those in 
actual touch with the situation, this seems a wish 
that is father to the thought, for there is little in 
evidence to warrant any such conclusion.” 

The only sure way to guard against being swept 
into the current of such emotional errors is to know 
the facts. That is not easy. When a man begins 
to study business cycles, he finds the record of ex- 
perience is no more simple in the history of the 
country’s business as a whole than in the history of 
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his own business. Statistics supply the most reliable 
record, but in these statistics many other things are 
mixed up with business cycles. 

These series, indeed, seldom throw the cy- 
clical factor into high relief when taken in the 
raw state. The most striking feature of a chart 
showing pig-iron production in the United States is 
the rapid rate of growth from decade to decade. In 
a chart of wholesale prices the outstanding features 
are the effects of the great wars and the long-period 
swings in the purchasing power of gold. In a chart 
showing the value of the cotton crop, the effects of 
the weather are clearer than the effects of prosperity 
or depression. To trace the course of business cycles 
clearly it is necessary to set aside the influence of 
such other factors as can be isolated — particularly 
the factor of growth and seasonal fluctuations. And 
after that has been done it is best to trust no single 
index of business activity, but to combine several of 
the most significant indexes into a single series. 

How the effects of other factors can be excluded 
is illustrated in a rough and ready fashion by the 
two charts of wheat and pig-iron production. Here 
the growth factor is represented by a straight line 
about which the yearly production oscillates. The 
754,000,000 bushels of wheat which were harvested 
in 1921 would have been impossible under the best 
weather conditions in 1890, but that crop was 
somewhat below the “normal” expectation for 1921, 
just as the 399,000,000 bushel crop of 1890 was 
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somewhat below normal for that year. So, too, with 
pig iron, which has a much more rapid factor of 
growth. The best indication of activity in the iron 
trade is given by comparing the actual output of 
the current year, not with the output of any previ- 



1890 1895 1900 1905 1910 1915 

Pig-Iron Production in the United States 


1820 


ous year, but with the output indicated for the cur- 
rent year by the “secular trend.” These deviations 
of the actual record of each year from the normal 
expectation for that year can be computed for various 
statistical series, reduced to a common denominator 
by comparison with their respective “standard 
deviations” and then combined to make a single 
curve. 
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Data for Drawing Charts of Pig-Iron Production and Wheat 

Crops 

Bate Pig Iron Wheat 

(Long tons) (Bushels) 

1890 9.2 millions 399 millions 

91 8.3 612 

92 9.2 516 

93 7.1 396 

94 6.7 460 

95 9.4 467 

96 8.6 428 

97 9.7 530 

98 11.8 675 

99 13.6 547 

1900 13.8 522 

01 15.9 748 

02 17.8 670 

03 18.0 638 

04 16.5 552 

05 23.0 693 

06 25.3 735 

07 25.8 634 

08 15.9 665 

09 25.8 739 

10 27.3 635 

11 23.6 621 

12 29.7 730 

13 30.7 763 

14 23.1 891 

15 29.7 1026 

16 39.0 636 

17 38.2 637 

18 38.5 921 

19 30.6 934 

20 36.4 787 

21 754 
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Data for Drawing Lines op Secular Trend 

Pig Iron Wheat 

Origin in 1890 at 4,700,000 Origin in 1890 at 449,000,000 
tons bushels 

End in 1920 at 36,500,000 End in 1921 at 861,000,000 
tons bushels 

By an analogous but slightly more elaborate 
analysis seasonal fluctuations can be excluded. 
Many branches of business are regularly more active 



Wheat Production in the United States 

in certain months than in others. The average mag- 
nitude of these swings can be ascertained if one has 
monthly figures covering a sufiflcient number of 
years. Then the normal expectation for any month 
is shown, not by a steadily rising line of secular trend, 
but by a wavy line, which may be higher in, say, 
October of each year than in the following December. 
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Such methods of analyzing business experience 
have been developed most fully by Professor Warren 
M. Persons of the Harvard Committee of Economic 
Research. By applying these methods over a longer 
period of time than that covered by the Harvard 
group, the Statistical Department of the American 
Telephone and Telegraph Company has constructed 
the chart showing “A Half Century of American 
Business.” The statistical series used and the rela- 
tive “weight” allowed to each series in arriving at 
the final results are as follows: 

Weights 


Outside clearings 25 

Pig-iron production 20 

Railroad traffic 15 

Failures 10 

Copper production 5 

Cotton consumption 10 

Coal production 5 

Commodity prices 10 

Total weights 100 


Some of these series do not extend back to the earlier 
years covered : indeed the line from 1877-84 is based 
on pig-iron production alone, and it is not until 
1903 that all eight series are available. 

This chart is a graphic summary of the cyclical 
oscillations of American business above and below 
the normal expectation for each year since 1877. It 
pictures the revival of prosperity that followed the 
resumption of specie payments and the bumper 
crops of 1879, the prosperity of the early eighties. 
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the crisis of 1884, the revival of 1885-86, the boom 
of 1889-90, the slight share of the United States in 
the crisis of 1890, the revival that followed the ex- 
traordinary harvest in 1891, the great panic of 1893, 
the prolonged hard times that followed (interrupted 
by the brief and partial revival of 1895), the return 
of prosperity that began in 1897, our partial share 
in the European crisis of 1900, our own “rich man’s 
panic” in 1903, the revival that started in the 
autumn of 1904 and grew into the boom of 1906, the 
crisis of 1907, the rapid revival of 1908-9, the reac- 
tion in 1910-11, the improvement in 1912, the return 
of dullness in 1913 merging into the deep depression 
of 1914, the upward rush to a new peak of prosperity 
in 1916, the difficulties of maintaining business at 
^ this peak during the war, the brief depression that 
followed the armistice, the new boom that surprised 
us in 1919, the turn of the tide in 1920, and the deep 
depression of 1921 — a trifle deeper than any of its 
predecessors shown on the chart. 

No one who studies this chart with a realization 
of the vast amount of practical experience which it 
sums up year by year can doubt that business is 
really subject to cyclical oscillations. 

The business cycle holds out possibilities of extra 
profit to the business man as well as possibilities of 
ruin. But to get these extra profits the business 
man has to pay a price. That price is real and con- 
tinuous study of the subject in direct relation to its 
bearing on his own fine of business. He does well 
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to read articles and books on business cycles. He 
does well to subscribe to forecasting agencies. But 
that is not enough. The facts brought out in articles 
and books, the forecasts made by the agencies, have 
to be applied to the particular kind of transaction 
in which the business man is engaged, to his partic- 
ular facilities for storage and marketing, to his partic- 
ular credit problems. This application cannot be 
made successfully by any outsider. The chief execu- 
tive or some member of his staff must do the hardest 
part of the work to get good results. And he must 
stay on the job all the time. 

The value of keeping in touch with the curves of 
price and business activity as an aid to business man- 
agement may be underestimated if a few trials go 
wrong. There is no reason to believe that the busi- 
ness forecast is more accurate than the weather fore- 
cast. Yet, though storm indications are not always 
borne out, it pays well in the long run for the market 
gardener to regard them; a somewhat vague promise 
of a cold snap without the exact hour, temperature, 
or duration specified is better than nothing. To heed 
the indications of trouble or the promises of recovery 
which can be drawn with reasonable safety from a 
study of business cycles is business common sense. 

There is a special advantage in the business 
weather map, because good use can be made of it 
without much attempt at forecasting. In buying and 
building it is worth while merely to know the past 
and present conditions. Experience will reduce ma- 


THE PROBLEM OF CONTROLLING BUSINESS CYCLES 13 

terially the percentage of false deductions and, more- 
over, the fast-growing interest in the business barom- 
eters will result in intelhgent criticisms which wiU 
improve their form and content. 

To interpret the business weather map with suc- 
cess it is necessary to know the general course fol- 
lowed by business storms. Knowledge in this field, 
though stiU very imperfect, has been accumulating 
rapidly in recent years, thanks mainly to the collec- 
tion and analysis of statistical data. Out of such 
study has risen the view that the business weather 
tends to pass through a fairly regular sequence of 
changes. Prosperity becomes intense and breeds a 
crisis, a crisis runs out into depression, depression 
after a while begets a renewal of activity, and the 
revival grows into prosperity. It is this sequence 
which constitutes the business cycle. The practical 
knowledge which we need for the guidance of private 
or public efforts to control the business cycle is 
knowledge about the processes involved in this 
sequence. 

The processes in question give rise to exceedingly 
complex interactions, which cannot be unraveled in 
detail as yet, and which may baffle analysis for years 
to come. But the chief processes themselves can be 
traced clearly enough, if one will follow a clue pro- 
vided by the business system. This clue is the pros- 
pects of profits. 

Every business enterprise is supposed to aim pri- 
marily at making money. When the prospects of 
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making money improve, business becomes more 
active. When these prospects grow dark, business 
becomes dull. Every factor that affects business, 
from rainfall to politics, exerts its influence by affect- 
ing this crucial factor, prospective profits. By fol- 
lowing this clue, one can swing around the business 
cycle without getting lost in its mazes. That is the 
task essayed in the following pages. 

Since business cycles run an unceasing round, each 
cycle growing out of its predecessor and merging into 
its successor, our journey of exploration can start 
with any phase of the cycle we choose. But with 
whatever phase of the cycle we start, we shall have 
to plunge into the middle of things, taking for 
granted the conditions brought about by the preced- 
ing phase. Once the start has been made, however, 
our subsequent course is fixed by the succession of’ 
phases through which the cycle passes. By following 
this succession round the full cycle, we shall be 
brought back to our starting point, and end the jour- 
ney by studying the conditions which we took for 
granted at the beginning. 

Having the full liberty of choice, it is well to 
start with the phase of the cycle through which 
American business is passing at present — the phase 
of revival after a depression. The first task wiU be 
to see how such a revival gathers momentum and 
produces prosperity. Then in order will come a 
discussion of how prosperity produces conditions 
which lead to crises, how crises end in depressions, 
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and finally how depressions after a time produce con- 
ditions which start a new revival. 

A revival of activity, then, starts with this legacy 
from depression: a level of prices low in comparison 
with the prices of prosperity, drastic reductions in 
the cost of doing business, narrow margins of profit, 
liberal bank reserves, a conservative policy in capi- 
talizing business enterprises and in granting credits, 
moderate stocks of goods, and cautious buying. For 
reasons which will appear in the sequel, such condi- 
tions are accompanied by an expansion in the phys- 
ical volume of trade. Though slow at first, this 
expansion is cumulative. Now it is only a question 
of time when an increase in the amount of business 
transacted, which grows more rapid as it proceeds, 
will turn dullness into activity. Left to itself, this 
transformation proceeds by slow degrees; but it is 
often hastened by some propitious event arising from 
other than domestic business sources, such as excep- 
tionally profitable harvests, heavy purchases of sup- 
plies by government, or a marked increase in the 
export demand for the products of home industry. 

Even when a revival of activity is confined at first 
within a narrow range of industry or within some 
single section of the country, it soon spreads to other 
parts of the business field. For the active enter- 
prises must buy more materials, wares, and current 
supphes from other enterprises, the latter from still 
others, and so on without assignable limits. Mean- 
while, all enterprises which become busier, employ 
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more labor, use more borrowed money, and make 
higher profits. There results an increase in family 
incomes and an expansion of consumers’ demands, 
which likewise spreads out in ever-widening circles. 
Shopkeepers pass on larger orders for consumers’ 
goods to wholesale merchants, manufacturers, im- 
porters, and producers of raw material. All these 
enterprises require more supplies of various kinds 
for handling their growing trade, and increase the 
sums which they pay out to employees, lenders, and 
proprietors — thus stimulating afresh the demand for 
producers’ and consumers’ goods. Soon or late this 
expansion of orders reaches back to the enterprises 
from which the impetus to greater activity was first 
received, and then this whole complicated series of 
reactions begins afresh at a higher pitch of intensity. 
All this while, the revival of activity is instilling a 
feeling of optimism among business men, and this 
feeling both justifies itself and heightens the forces 
which engendered it by making everyone readier to 
buy with freedom. 

While the price level is often sagging slowly when 
a revival begins, the cumulative expansion in the 
physical volume of trade presently stops the fall 
and starts a rise. For, when enterprises have in 
sight as much business as they can handle with their 
existing facilities of standard efficiency, they stand 
out for higher prices on additional orders. This 
policy prevails even in the most keenly competitive 
trades, because additional orders can be executed 
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only by breaking in new hands, starting old machin- 
ery, buying new equipment, or making some other 
change which involves increased expense. The ex- 
pectation of its coming hastens the advance. Buyers 
are anxious to secure or contract for large supplies 
while the low level of quotations continues, and the 
first definite signs of an upward trend of quotations 
brings out a sudden rush of orders. 

Like the increase in the physical volume of busi- 
ness, the rise of prices spreads rapidly, for every ad- 
vance of quotations puts pressure upon some one 
to recoup himself by making a compensatory advance 
in the prices of what he has to sell. The resulting 
changes in prices are far from even, not only as be- 
tween different commodities, but also as between 
different parts of the system of prices. As a rule, 
retail prices lag behind wholesale, the prices of 
staple consumers’' behind the prices of staple pro- 
ducers’ goods, and the prices of finished products 
behind the prices of their raw materials. Among 
raw materials, the prices of mineral products reflect 
the changed business conditions more regularly than 
do the prices of raw animal, farm, or forest products. 
'Wages rise often more promptly, but always in less 
degree than wholesale prices ; the discount rates rise 
sometimes more slowly than commodities and some- 
times more rapidly; interest rates on long loans 
always move sluggishly in the early stages of revival, 
while the prices of stocks — ^particularly of common 
stocks— both precede and exceed commodity prices 
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on the rise. The causes of these differences in the 
promptness and the energy with which various 
classes of prices respond to the stimulus of business 
activity are found partly in differences of organiza- 
tion among the markets for commodities, labor, 
loans, and securities; partly in the technical circum- 
stances affecting the relative demand for and the 
supply of these several classes of goods; and partly 
in the adjusting of selling prices to changes in the 
aggregate of buying prices which a business enter- 
prise pays, rather than to changes in the prices of 
the particular goods bought for resale. 

In the great majority of enterprises, larger profits 
result from these divergent price fluctuations, 
coupled with the greater physical volume of sales. 
For, while the prices of raw materials and of wares 
bought for resale usually, and the prices of bank 
loans often, rise faster than selling prices, the prices 
of labor lag behind, and the prices which make 
up overhead costs are mainly stereotyped for a time 
by old agreements regarding salaries, leases, and 
bonds. 

This increase of profits, combined with the prev- 
alence of business optimism, leads to a marked ex- 
pansion of investments. Of course, the heavy orders 
for machines, the large contracts for new construc- 
tion, etc., which result, swell still further the phys- 
ical volume of business, and render yet stronger the 
forces which are driving prices upward. 

Indeed, the salient characteristic of this phase of 
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the business cycle is the cumulative working of the 
various processes which are converting a revival 
of trade into intense prosperity. Not only does every 
increase in the physical volume of trade cause other 
increases, every convert to optimism make new con- 
verts, and every advance of prices furnish an incen- 
tive for fresh advances; but the growth of trade also 
helps to spread optimism and to raise prices, while 
optimism and rising prices both support each other 
and stimulate the growth of trade. Finally, as has 
just been said, the changes going forward in these 
three factors swell profits and encourage investments, 
while high profits and heavy investments react by 
augmenting trade, justifying optimism, and raising 
prices. 

The more vividly this cumulative growth of pros- 
perity is appreciated, the more difficult becomes the 
problem why prosperity does not continue indefi- 
nitely, instead of being but one passing phase of the 
business cycle. 

Of course prosperity confers no immunity against 
disasters which interfere with the course of busi- 
ness; but over many such rocks the accumulated 
momentum of good times may run without serious 
mishap. The great shortage of the American corn 
crop in 1901 did not stop the “boom” then in prog- 
ress, though it came soon after a spectacular corner 
in the stock market ; the failure of Mr. Walsh’s banks 
in Chicago, the San Francisco fire, and the great 
coal strike, did not stop the “boom” of 1905-6, 
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though they followed hard one on the other. For 
such misfortunes affecting a few sections of the busi- 
ness community the superabounding prosperity of 
the other sections is more than a match. On the 
other hand, some periods of intense prosperity have 
ended in years of peace, plenty, and good fortune. 
The waning, like the waxing of prosperity, there- 
fore, must be due, not to the influence of “disturbing 
causes” from outside, but to processes which run 
regularly within the world of business itself. 

The world of business is a system comprising 
numberless independent enterprises, bound together 
by industrial, commercial, and financial ties. For 
the continuance of prosperity it is indispensable 
that a certain balance be maintained between the 
fundamental processes which constitute the activity 
of the system. The demand for goods of every kind 
must keep pace with the increasing supply, despite 
the steadily rising prices; the cost of raw materials 
must not increase too much in comparison with the 
selling prices of manufactured goods; mercantile col- 
lections must grow with mercantile credits; bank re- 
serves must expand with demand liabilities; the cost 
of living must not rise much faster than money 
incomes; banks and investors must continue able 
to provide the ever-increasing loan funds required 
by business enterprises ; and the like. If there occurs 
a serious maladjustment in the rate at which any 
of these factors are growing in relation to the others, 
some business enterprises will suffer loss of profits. 
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Then the bonds which unite different enterprises will 
become channels through which the injury will 
spread to other enterprises, just as they were re- 
cently channels for the spread of prosperity. Unless 
the original injury is promptly healed, there is grave 
danger that the cumulation of prosperity will be 
converted into a cumulation of depression. 

It is some such maladjustment among the various 
factors in the system of business which brings aU 
seasons of expansion to a close and turns prosperity 
into crisis. The regularity with which this happens 
suggests that prosperity itself has other effects than 
those which tend to sustain and intensify business 
activity. During the early stages of a business 
revival, these effects pass unnoticed; but, though 
slow in developing, their later growth must be cumu- 
lative at a higher rate than the growth of the pros- 
perity-producing factors. The next task is to in- 
vestigate the sources and character of these stresses, 
which accumulate within the system of business until 
they finally disrupt its equihbrium. 

Among these stresses is the gradual increase in 
the costs of doing business. The dechne in overhead 
costs per unit of output ceases when enterprises have 
once secured all the business they can handle with 
their standard equipment, and a slow increase of 
these costs begins when the expiration of old con- 
tracts makes necessary renewals at the high rates 
of interest, rent, and salaries which prevail in pros- 
perity. Meanwhile operating costs rise at a rela- 
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tively rapid rate. Equipment which is antiquated 
and plants which are ill located, or otherwise work 
at some disadvantage, are brought again into opera- 
tion. The price of labor rises, not only because 
standard rates of wages go up, but also because of 
the prevalence of higher pay for overtime. More 
serious still is the fact that labor declines in efficiency, 
because overtime brings weariness, because of the 
employment of “undesirables,” and because crews 
cannot be driven at top speed when jobs are more 
numerous than men to fill them. The prices of 
raw materials continue to rise faster on the average 
than the selling prices of products. Finally, the 
numerous small wastes incident to the conduct of 
business enterprises creep up when managers are 
hurried by the press of orders demanding prompt 
delivery. 

A second stress is the accumulating tension of the 
investment and money markets. The supply of 
funds available at the old rates of interest for the 
purchase of bonds, for lending on mortgages, and 
the like, fails to keep pace with the rapidly swelling 
demand. It becomes difficult to negotiate new 
issues of securities except on onerous terms, and 
men of affairs complain of the “scarcity of capital.” 
Nor does the supply of bank loans grow fast enough 
to keep up with the demand. For the supply is 
limited by the reserves which bankers hold against 
the expanding demand liabilities. Full employment 
and active retail trade cause such a large amount 
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of money to remain suspended in active circulation 
that the cash left in the banks increases rather 
slowly, even when the gold output is rising most 
rapidly. On the other hand, the demand for bank 
f loans grows not only with the physical volume of 

trade, but also with the rise of prices, and with the 
desire of men of affairs to use their own funds for 
controlling as many business ventures as possible. 

1 Moreover, this demand is relatively inelastic, since 

many borrowers think they can pay high rates of 
discount for a few months and still make profits 
on their turnover, and since the corporations which 
are unwilling to sell long-time bonds at the hard 
terms which have come to prevail try to raise part 
of the funds they require by discounting one- or two- 
year notes. 

Tension in the bond and money markets is un- 
favorable to the continuance of prosperity, not only 
because high rates of interest reduce the prospective 
margins of profit, but also because they check the 
expansion in the volume of trade out of which pros- 
perity developed. Many projected ventures are re- 
linquished or postponed, either because borrowers 
conclude that the interest would absorb too much 
of their profits, or because lenders refuse to extend 
their commitments farther. 

The difficulty of financing new projects intensifies 
the check which one important group of industries 
has already begun to suffer from an earlier-acting 
cause. The industries in question are those which 
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produce industrial equipment — tools, machines, 
plant — and the materials of which this equipment is 
made, from lumber and cement to copper and steel. 

The demand for industrial equipment is partly 
a replacement demand and partly a demand for bet- 
terments and extensions. The replacement demand 
for equipment doubtless varies with the physical 
quantity of demand for products; since, as a rule, 
the more rapidly machines and rolling stock are run 
the more rapidly they wear out. The demand for 
betterments and extensions, on the other hand, varies 
not with the physical quantity of the products de- 
manded, but with the fluctuations in this quantity. 

To illustrate the peculiar changes in demand for 
industrial equipment which follow from this situa- 
tion, suppose that the physical quantity of a certain 
product varied in five successive years as follows: 

Ui year 2nd year Srd year 4th year 5th year 
100,000 tons 95,000 tons 100,000 tons 110,000 tons 115,000 tons 

This product is turned out by machines, each of 
which will produce 100 tons per year. Thus the 
number of machines in operation each year was. 

1st year 2nd year Srd year 4^h year 5th year 

1,000 950 1,000 1,100 1,150 

machines machines machines machines machines 

Each year one-tenth of the machines in operation 
wear out. The replacemed demand for machines was 
therefore 

1st year 2nd year Srd year 4th year 6th year 

100 95 100 no 115 

machines machines machines machines machines 
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The demand for additional machines was far more 
variable. Neglecting the first year, for which our 
illustration does not supply data, it is plain that no 
additions to equipment were required the second 
year when 50 of the machines in existence stood idle, 
and also none the third year. But after all the exist- 
ing machines had been utilized, new machines had 
to be bought at the rate of one machine for each 100 
tons added to the product. Hence the demand for 
additions to equipment shown by the number of 
machines in operation was 

l&tyear ^ndyear 3rd year 4th year 6th year 

no data none none 100 machines 50 machines 

Adding the replacement demand and the demand 
for additions to equipment we find the total de- 
mand for industrial equipment of this type to be 

1st year 2nd year Srdyear 4th year 5th year 
no data 95 machines 100 machines 210 machines 165 machines 

Of course the figures in this example are fanciful. 
But they illustrate genuine characteristics of the de- 
mand for industrial equipment. During depression 
and early revival the equipment-building trades get 
little business, except what is provided by the re- 
placement demand. When the demand for products 
has reached the stage where it promises soon to ex- 
ceed the capacity of existing facilities, however, the 
equipment trades experience a sudden and intense 
"boom.” But their business falls off again before 
prosperity has reached its maximum, provided the 
increase m the physical quantity of products slackens 



26 THE STABILIZATION OF BUSINESS 

before it stops. Hence the seeming anomalies pointed 
out by Professor J. Maurice Clark; 

“The demand for equipment may decrease . . . 
even though the demand for the finished product is 
still growing. The total demand [for equipment] 
tends to vary more sharply than the demand for 
finished products . . . The maximum and min- 
imum points in the demand [for equipment] tend 
to precede the maximum and minimum points in 
the demand for the finished products, the effect being 
that the change may appear to precede its own 
cause.” ^ 

The imposing fabric of prosperity is built with a 
liberal factor of safety; but the higher grows the 
structure, the more severe become these internal 
stresses. The only effective means of preventing 
disaster while continuing to build is to raise selling 
prices time after time high enough to offset the en- 
croachments of costs upon profits, to cancel the ad- 
vancing rates of interest, and to keep investors will- 
ing to contract for fresh industrial supplies. 

But it is impossible to keen selling prices rising 
for an indefinite time. In default of other checks, 
the inadequacy of cash reserves would ultimately 
compel the banks to refuse a further expansion of 
loans upon any terms. But before this stage has 
been reached, the rise of prices may be stopped by 
the consequences of its own inevitable inequalities. 

^See Professor Clark’s article “Business Acceleration and the 
Law of Demand,” Journal of Political Economy, March, 1917. 
See also George H. Hull, “Industrial Depressions,” 1911. 
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These inequalities become more glaring the higher 
the general level is forced ; after a time they threaten 
serious reduction of profits to certain business enter- 
prises, and the troubles of these victims dissolve the 
confidence in the security of credits with which the 
whole towering structure of prosperity has been 
cemented. 

What, then, are the lines of business in which 
selling prices cannot be raised sufficiently to prevent 
a reduction of profits? There are certain lines in 
which selhng prices are stereotyped by law, by public 
commissions, by contracts of long term, by custom, ‘ 
or by business policy, and in which no advance, or 
but meager advances can be made. There are other 
lines in which prices are always subject to the incal- 
culable chances of the harvests, and in which the 
market values of all accumulated stocks of materials 
and finished goods waver with the crop reports. 
There are always some lines in which the recent 
construction of new equipment has increased the ■ 
capacity for production faster than the demand for 
the wares has expanded under the repressing influ- 
ence of the high prices which must be charged to 
prevent a reduction of profits. The unwillingness 
of investors to let fresh contracts threatens loss, not 
only to contracting firms of all sorts, but also to all 
enterprises from whom they buy materials and sup- 
plies. The high rates of interest not only check the 
current demand for wares of various kinds, but also 
clog the effort to maintain prices by keeping large 
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stocks of goods off the market until they can be sold 
to better advantage. Finally, the very success of 
the other enterprises in raising selling prices fast 
enough to defend their profits aggravates the diffi- 
culties of the men who are in trouble. For to the 
latter, every further rise of prices for products which 
they buy means a further strain on their already 
stretched resources. 

As prosperity approaches its height, then, a sharp 
contrast develops between the business prospects 
of different enterprises. Many, probably the major- 
ity, are making more money than at any previous 
stage of the business cycle. But an important 
minority, at least, face the prospect of declining 
profits. The more intense prosperity becomes, the 
larger grows this threatened .group. It is only a 
question of time when these conditions, bred by pros- 
perity, will force some radical readjustment. 

Now such a decline of profits threatens worse con- 
sequences than the failure to realize expected divi- 
dends. For it arouses doubt concerning the security 
of outstanding credits. Business credit is based pri- 
marily upon the capitalized value of present and 
prospective profits, and the volume of credits out- 
standing at the zenith of prosperity is adjusted to 
the great expectations which prevail when the 
volume of trade is enormous, when prices are high, 
and when men of affairs are optimistic. The rise 
of interest rates has already narrowed the margins 
of security behind credits by reducing the capitalized 
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value of given profits. When profits themselves be- 
gin to waver, the case becomes worse. Cautious cred- 
itors fear lest the shrinkage in the market rating of 
the business enterprises which owe them money will 
leave no adequate security for repayment. Hence 
they begin to refuse renewals of old loans to the 
enterprises which cannot stave off a decline of profits, 
and to press for a settlement of outstanding ac- 
counts. Thus prosperity ultimately brings on con- 
ditions which start a liquidation of the huge credits 
which it has piled up. And in the course of this 
liquidation prdsperity merges into crisis. 

Once begun, the process of liquidation extends 
very rapidly, partly because most enterprises which 
are called upon to settle their maturing obligations 
in turn put similar pressure upon their own debtors, 
and partly because, despite all efforts to keep secret 
what is going forward, news presently leaks out and 
other creditors take alarm. While this financial re- 
adjustment is under way, the problem of making 
profits on current transactions is subordinated to , 
the more vital problem of maintaining solvency. 
Business managers concentrate their energies upon 
providing for their outstanding liabilities and upon 
nursing their financial resources, instead of upon 
pushing their sales. In consequence, the volume of 
new orders falls off rapidly. That is, the factors 
which were already dimming the prospects of profits 
in certain lines of business are reinforced and ex- 
tended. Even when the overwhelming majority of 


30 THE STABILIZATION OF BUSINESS 

enterprises meet the demand for payment with suc- 
cess, the tenor of business developments, therefore, 
undergoes a change. Expansion gives place to con- 
traction, though without a violent wrench. Discount 
rates rise higher than usual, securities and commod- 
ities fall in price, and as old orders are completed 
working forces are reduced ; but there is no epidemic 
of bankruptcies, no runs upon banks, and no spas- 
modic interruption of the ordinary business proc- 
esses. 

At the opposite extreme from crises of this mild 
order stand the crises which degenerate into panics. 
When the process of liquidation reaches a weak link 
in the chain of interlocking credits and the bank- 
ruptcy of some conspicuous enterprise spreads un- 
reasoning alarm among the business public, then the 
banks are suddenly forced to meet a double strain 
— a sharp increase in the demand for loans, and a 
sharp increase in the demand for repayment of de- 
posits. If the banks prove able to honor both de- 
mands without flinching, the alarm quickly subsides. 
But if, as in 1873, 1893, and 1907, many solvent 
business men are refused accommodation at any 
price, and if depositors are refused payment in full, 
the alarm turns into panic. A restriction of pay- 
ments by banks gives rise to a premium upon cur- 
rency, to hoarding of cash, and to the use of various 
substitutes for money. A refusal by the banks to 
expand their loans, still more a policy of contraction, 
sends interest rates up to three or four times their 
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usual figures, and causes forced suspensions and 
bankruptcies. Collections fall into arrears, domestic 
exchange rates are dislocated, workmen are dis- 
charged because employers cannot get money for 
payrolls or fear lest they cannot collect pay for goods 
when delivered, stocks fall to extremely low levels, 
even the best bonds decline somewhat in price, com- 
modity markets are disorganized by sacrifice sales, 
and the volume of business is violently contracted. 

The period of severe financial pressure is often 
followed by the reopening of numerous enterprises 
which had been shut for a time. But this prompt 
revival of activity is partial and short-lived. It is 
based chiefly upon the finishing of orders received 
but not completely executed in the preceding period 
of prosperity, or upon the effort to work up and 
market large stocks of materials already on hand 
or contracted for. It comes to an end as this work 
is gradually finished, because new orders are not 
forthcoming in sufficient volume to keep the mills 
and factories busy. 

There follows a period during which depression 
spreads over the whole field of business and grows 
more severe. Consumers’ demand declines in con- 
sequence of wholesale discharges of wage-earners, 
the gradual exhaustion of past savings, and the re- 
duction of other classes of family incomes. With 
consumers’ demand faUs the business demand for 
raw materials, current supplies, and equipment used 
in making consumers’ goods. Still more severe is 
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the shrinkage of investors’ demand for construction 
work of all kinds, since few individuals or enter- 
prises care to sink money in new business ventures, 
so long as trade remains depressed and the price 
level is declining. The contraction in the physical 
volume of business which results from these several 
shrinkages in demand is cumulative, since every re- 
duction of employment causes a reduction of con- 
sumers’ demand, and every decline in consumers’ 
demand depresses current business demand and dis- 
courages investment, thereby causing further dis- 
charges of employees and reducing consumers’ de- 
mand once more. 

With the contraction in the physical volume of 
trade goes a fall of prices. For, when current orders 
are insufficient to employ the existing equipment for 
production, competition for what business is to be 
had becomes keener. This decline spreads through 
the regular commercial channels which connect one 
enterprise with another, and is cumulative, since 
every reduction in price facilitates, if it does not 
force, reductions in other prices, and the latter re- 
ductions react in their turn to cause fresh reduc- 
tions at the starting point. 

As the rise of prices which accompanied revival, so 
the fall which accompanies depression is character- 
ized by marked differences in degree. Wholesale 
prices usually fall faster than retail, the prices of 
producers’ goods faster than those of consumers’ 
goods, and the prices of raw materials faster than 
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those of manufactured goods. The prices of raw 
mineral products follow a more regular course than 
those of raw forest, farm, or animal products. As 
compared with the general index numbers of com- 
modity prices at wholesale, index numbers of wages 
and interest on long-time loans decline in less de- 
gree, while index numbers of discount rates and of 
stocks dechne in greater degree. The only important 
group of prices to rise in the face of depression is 
that of high-grade bonds. 

Of course the contraction in the physical volume 
of trade and the faU of prices reduce the margin of 
present and prospective profits, spread discourage- 
ment among business men, and check enterprise. 
But they also set in motion certain processes of re- 
adjustment by which depression is gradually over- 
come. 

The operating costs of doing business are reduced 
by the rapid fall in the prices of raw materials and 
of bank loans, by the marked increase in the effi- 
ciency of labor which comes when employment is 
scarce and men are anxious to hold their jobs, and 
by closer economy on the part of the managers. 
Overhead costs also are reduced by reorganizing en- 
terprises which have actually become or which 
threaten to become insolvent, by the sale of other 
enterprises at low figures, by reduction of rentals 
and refunding of loans, by charging off bad debts 
and writing down depreciated properties, and by 
admitting that a recapitalization of business enter- 
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prise&— corresponding to the lower prices of stocks — 
has been effected on the basis of lower profits. 

While these reductions in costs are still being 
made, the demand for goods ceases to shrink and 
then begins slowly to expand — a change which 
usually comes after one or two years of depression. 
Accumulated stocks left over from prosperity are 
gradually exhausted, and current consumption re- 
quires current production. Clothing, furniture, ma- 
chinery, and other moderately durable articles which 
have been used as long as possible are finally dis- 
carded and replaced. Population continues to in- 
crease at a fairly uniform rate: the new mouths 
must be fed and new backs clothed. New tastes 
appear among consumers and new methods among 
producers, giving rise to demand for novel products. 
Most important of all, the investment demand for 
industrial equipment revives ; for though saving 
slackens it does not cease, with the cessation of fore- 
closure sales and corporate reorganizations the op- 
portunities to buy into old enterprises at bargain 
prices become fewer, capitalists become less timid as 
the crisis recedes into the past, the low rates of in- 
terest on long-term bonds encourage borrowing, the 
accumulated technical improvements of several 
years may be utilized, and contracts can be let on 
most favorable conditions as to cost and prompt 
execution. 

Once these various forces have set the physical 
volume of trade to expanding again, the increase 
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proves cumulative, though for a time the pace of 
growth is kept slow by the continued sagging of 
prices. But while the latter maintains the pressure 
upon business men and prevents the increased vol- 
ume of orders from producing ^ rapid rise of profits, 
still business prospects become gradually brighter. 
Old debts have been paid, accumulated stocks of 
commodities have been absorbed, weak enterprises 
have been reorganized, the banks are strong — all the 
clouds upon the financial horizon have disappeared. 
Everything is ready for a revival of activity, which 
will begin whenever some fortunate circumstance 
gives a sudden fillip to demand, or, in the absence 
of such an event, when the slow growth of the 
volume of business has filled order books and paved 
the way for a new rise of prices. 

Such is the stage of the business cycle with which 
the analysis began, and, having accounted for its 
own beginning, the analysis ends. 

Business cycles have run a tolerably regular 
course in the United States for a century, and in 
older nations for a longer period. But it is not 
inevitable that what has happened will repeat itself 
indefinitely, indeed, this very history when ex- 
amined closely offers strong encouragement to 
efforts at changing the course of business develop- 
ments. For among the changes that have taken 
place in the character of business cycles are certain 
changes due to the purposeful intervention of men. 
Men have learned to exercise a considerable measure 
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of control over at least one phase of the business 
cycle. 

In the middle of the last century the English found 
that if the business public is assured in times of 
pressure that all solvent borrowers can get bank 
accommodation by paying a high discount rate there 
will be no panic fears, no runs on the banks, and no 
epidemics of needless bankruptcies. The adoption 
of this method of “crisis financiering” produced a 
marked change in the character of English business 
cycles: the crises became less spectacular, the liqui- 
dations became more circumspect but longer. At 
the same time, the difference between Enghsh and 
American cycles became more marked. We con- 
tinued to have violent panics, as in 1873, 1893, and 
1907. Bankers and economists knew the reason and 
urged the remedy — such a centralization of banking 
resources as would enable American bankers to give 
their customers the same assurance that the English 
business men received. It took a generation to 
effect the necessary changes in our federal banking 
law, but President Wilson finally succeeded in get- 
ting Congress to pass the Federal Reserve Act in 
1914. And six years later our new machinery was 
put to the test and found adequate. 

To repeat, we have learned how to prevent crises 
from degenerating into panics and from that success 
we may derive substantial encouragement to attack 
the next problems: how to lessen the excesses of 
“booms” and the sufferings of depressions. 
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In dealing with these problems we have seldom 
made the proper approach. After the usual human 
fashion we have tried to counteract the effects from 
which we suffer, rather than to control the causes 
from which they flow. In every period of severe 
depression we have hurriedly devised emergency 
measures to prevent people from starving. Of 
course that is an effort in which every sensible man 
is glad to join, once the emergency grows urgent. 
But obviously it would be better to prevent these 
emergencies from arising — if that is possible. Our 
chief failing has been that we have not devoted 
suJQBicient constructive intelligence to finding out 
whether prevention is possible. 

Happily, this remark is to-day a commonplace. 
The most hopeful sign in our dealings with the 
economic difficulties of 1920-21 is that many men 
in public and in private stations have taken the 
constructive attitude, considering the future as well 
as the present, thinking about prevention as well 
as cure. That temper was a notable feature of the 
President’s Conference on Unemployment, which 
under Secretary Hoover’s leadership first arranged 
to coordinate the emergency measures for relieving 
distress, and then provided machinery for framing 
a preventive program. 

In most discussions of preventive measures it is 
notable that emphasis is laid upon the prosperous 
phase of the cycle as the phase which requires con- 
trol. It is becoming a common opinion that the 
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time for effective action is the time when industrial 
activity is approaching the elastic limit set by full 
use of existing plant and when further expansion 
win be primarily a speculative boom. In addition 
to angry recrimination, there is much dispassionate 
analysis of the mistakes committed by the business 
community in 1919, analysis which seeks to find 
how such mistakes may be avoided in future. 

The central issue in most discussions of what 
we did amiss in 1919 is the time at which the dis- 
count rates of federal reserve banks should have 
been raised. Most competent judges seem to agree 
with the “personal opinion” expressed on this point 
by Governor Benjamin Strong in his statement of 
August, 1921, to the Joint Commission of Agricul- 
tural Inquiry. “I believe,” said Governor Strong, “if 
it had been possible, it would have been desirable 
for the Federal Reserve System to have advanced its 
rates at some point in the period between January 
and March, 1919” ^ — instead of waiting until No- 
vember. 

Since our concern is with the future we need not 
stop to discuss Governor Strong’s limiting clause — 
“if it had been possible.” Perhaps the Treasury’s 
plans for floating the enormous Victory Loan in the 
spring really did make it impossible, or at least un- 
desirable, to raise the federal reserve rates until 
that undertaking was accomplished. However that 

Ssaring before the Joint Oo mm issi on of Agricultursl inQuiry, 
Sixty-Seventh Congress, First Session, Part 13, p. 763. 
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may be, we are justified in hoping that in the future 
such exigencies will seldom arise to prevent the Fed- 
eral Reserve Board from adopting the policy which 
seems wise in the economic interest of the public. 
What most concerns us is that the Governor of the 
largest Federal Reserve Bank and many other ex- 
perts believe after mature consideration that it 
would have been desirable to raise rates before the 
boom began. His reason for this conclusion is that 
an advance of rates would have moderated the ex- 
pansion of business and thereby diminished the 
severity of the crisis of 1920.^ 

If Governor Strong and the men who share his 
opinion are right about the policy that was desirable 
in 1919, as I think they are, may we not generalize 
and say it is desirable to raise discount rates in 
future periods of expansion, whenever signs appear 
that production is nearing its limit and that further 
expansion will consist mainly in bidding up the 
prices of securities, of industrial equipment, and of 
the goods in process of production and distribution? 

Three objections have been made to this sugges- 
tion that the excesses of booms can be tempered by 
advancing discount rates at an earlier stage than has 
been customary in the past. 

First, it is said that the measure would be inef- 
fective. Bank discount is a minor item in most 
business undertakings, an item small in comparison 
both with other costs and with the profit margins 
'/bid., p. 772. 
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anticipated in periods of prosperity. In this re- 
spect, we are told, American business differs notably 
from English business in pre-war days, when an 
enormous volume of international trading was done 
in London on margins so narrow that a change of a 
quarter of one per cent in the market rate of interest 
made a marked difference in the prospects of profits. 

There is force in this contention, but not, I think, 
enough force to contervail Governor Strong’s opinion 
that an advance of discount rates would moderate 
the expansion of business. And moderation is what 
is wanted to prevent booms from producing those 
credit entanglements which make inevitable a long 
period of liquidation. Granted that most business 
plans would not be affected by an advance of even 
one or two per cent of the discount rate, there prob- 
ably remains a considerable volume that would be 
affected directly, and a larger volume that would be 
affected indirectly by a signal from the banks to 
observe caution. To control these marginal transac- 
tions would help to relax the stresses that are accu- 
mulating within the business system. 

A second objection is that the American public 
has been accustomed to accept reserve ratios as the 
best index of banking conditions and the proper 
guide to discount policy. In view of that fact it may 
be chimerical to propose schemes that set up a 
novel basis of control. The wise line of advance “is 
not that of finding a substitute for the reserve ratio 
as a guide to credit policy, but rather that of finding 
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how fo make our reserve ratio a more sensitive and 
immediate indicator of changing conditions than it 
now is.” Mr. A. C. Miller of the Federal Reserve 
Board has recently presented this view with his 
cogent lucidity in the American Economic Review. ^ 
And in accordance with this view he has suggested 
changes in the methods of Federal Reserve banking 
designed to make the American system work in much 
the same way as the English banking system worked 
for forty years before the war. 

One may, I think, go far with Mr. Miller and yet 
stop short of the conclusion that the reserve ratio 
should continue indefinitely to be the guide to credit 
policy. Efforts to make “our reserve ratio a more 
sensitive and immediate indicator of changing con- 
ditions than it now is” are certainly in the line of 
progress. But I hope that progress will not be 
limited to attaining such measure of success as the 
Bank of England achieved for forty years before the 
war. For with all this success England suffered 
grievously from business cycles. We should aim at 
gaining a far more effective control over the wastes 
of prosperity and the sufferings of depression than 
the Bank of England has ever exercised. And while 
we may agree with Mr. Miller that our business 
public is unprepared for a discount pohcy that might 
raise the rates while reserve ratios were still high, 
yet we may not treat that attitude as an insuperable 

* “Federal Reserve Policy/^ American Economic Review, June, 
1921. 
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obstacle. As an ofl&ciaJ, Mr. Miller confines himself 
to that which is immediately realizable; as an 
economist, he might join us in considering plans 
which involve campaigns of education. 

The final objection is that we have no definite 
means of knowing the precise point in the prosperous 
phase of the business cycle at which it is desirable 
to check expansion. But that objection has been 
met by the progress of statistical research and the 
ingenuity of Professor 0. M. W. Sprague. Pro- 
fessor Sprague has proposed to use index numbers of 
physical production such as have been made recently 
by Day, King, Snyder, and Stewart as a basis for 
discount pohcy. These series show that the increase 
in volume of business after a depression is for some 
time produced mainly by a rapid increase in the out- 
put of serviceable goods. During that phase of the 
cycle expansion is economically desirable. But when- 
ever the existing industrial equipment is booked 
to capacity and the industrial army is fuUy em- 
ployed, then future growth in the supply of service- 
able goods slows down to the rate at which new 
equipment and new hands can be provided and im- 
proved technical methods devised. After this point 
has been reached in the cycle a further rise of prices 
serves not to increase tihe current supply of service- 
able goods, but to create confusion in the markets, to 
stimulate disserviceable speculation, and to produce 
the credit entanglements which cause so much 
anxiety during the crisis and prolong the period of 
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liquidation. Our aim, accordingly, should be to 
check the rise of prices when the index numbers of 
physical output indicate that the limit of existing 
capacity is being approached. At that point it would 
be desirable to raise discount rates — even though 
reserve ratios might still be high. 

A later proposal and one which Professor Sprague 
now regards as more important and easier to apply, 
is to change the prevailing practice with reference 
to the “current ratio.” In nearly every bank it is 
a rule of thumb that applicants for credit should 
have current assets equal to at least twice their cur- 
rent habihties. Professor Sprague points out that 
the uniform apphcation of this two-to-one rule 
through all the phases of the business cycle fails 
to provide the safeguards which bankers seek and 
which business stability requires. For the amount 
of the current assets of a business depends largely 
upon the value of its inventory, and thus upon the 
prices set upon the goods in stock. These prices 
are likely to reach their maximum at the height of 
the boom. A current ratio of two to one based upon 
the prices prevailing shortly before a crisis may 
give a far too favorable impression of an enterprise’s 
position. On the contrary to require a two to one 
ratio may obstruct recovery when inventories are 
based upon the exceedingly low prices of depression. 
Certainly the same nominal ratios at these two 
phases of the cycle indicate marked differences in 
financial strength. Professor Sprague proposes that 
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bankers recognize these patent facts and make it 
their practice to require a higher current ratio in 
times of boom than in times of depression. 

We cannot pass final judgment upon these sugges- 
tions until they have been developed in full by their 
author. But at best we cannot expect that any 
plans relating simply to banking practice will give 
us as large a measure of control over the business 
cycle as we desire and can attain. And this remark 
carries us forward to the consideration of certain 
other plans of control which merit attention. 

The most promising among these other plans are 
so familiar that I need hardly more than name them. 
First comes the long-range planning of public works, 
with intent to get a larger part of such undertak- 
ings executed in periods of depression. In England 
the possibilities of this plan have been investigated 
by Professor A. L. Bowley and its adoption has been 
urged by Mr. and Mrs. Webb. In America its chief 
champion is Mr. Otto T. Mallery. In 1917 Mr. 
MaUery persuaded the legislature of Pennsylvania 
to set up the machinery necessary for such a pro- 
gram. California copied the Pennsylvania legisla- 
tion in 1921, and while a bill providing for a similar 
planning of federal public works was recently re- 
jected by the Senate the project is far from dead. 
For this plan it is urged that the saving in the cost 
of pubhc works if contracts were let in periods of 
depression would be ample compensation for any 
inconvenience caused by postponing their comple- 
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tion for a year or two; that the reduction of com- 
petition for men and materials during periods of 
prosperity would lessen the strain of overactivity, 
and the increase of public contracts in times of de- 
pression would diminish the losses of both labor and 
capital. Like most other reforms, this plan cannot 
be put into effect without an intelligent apprecia- 
tion of what is now amiss on the part of a large 
number of men. It, too, requires a campaign of 
public education. And no one can tell in advance 
just what practical importance it may assume. But 
clearly the average annual volume of construction 
work now undertaken by various public bodies runs 
high in the hundreds of millions, and a considerable 
fraction of this imposing total can be allocated on 
the basis of the business cycle without detriment to 
social welfare. Further, it is quite possible that in 
addition to construction work public purchases of 
many standard supplies might advantageously be 
planned on this basis. 

The extension of such long-range planning from 
public to private enterprises is an obvious sugges- 
tion. Before the war the French Ministry of 
Transportation seemed to be moving in this direc- 
tion, with reference both to new construction and 
purchase of rolling stock. As long ago as 1908 Mr. 
Carl Snyder was arguing that American railways 
could profit by planning their expenditures, as they 
have long been planning their financing, with refer- 
ence to the business cycle. In practice, most Amer- 
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ican railways still do precisely the opposite; they 
build and buy most freely in times of business activ- 
ity when costs are high. For this policy there is at 
present a compelling reason. Few railway systems 
have the financial leeway necessary to allocate their 
outlays in the most advantageous fashion. They 
are forced to live from hand to mouth, however ex- 
travagant that mode of life may be. But if it is 
socially desirable to leave the railways in private 
hands, it is desirable to secure them revenues suf- 
ficient to maintain efficient service, and with such 
revenues they would in all probability find it profit- 
able at least to level down the present inequalities 
of outlay as between good times and bad, if not 
actually to undertake more work in periods of de- 
pression than in periods of activity. And what is 
true of the railways in this respect is probably true 
also of most other industries. The total volume of 
purchases and construction work which might with 
advantage to all concerned be systematically planned 
with reference to the business cycle runs in the billions. 

Quite a different line of attack upon the problem 
is represented by the various schemes of unemploy- 
ment insurance now in operation or under considera- 
tion by government agencies and private employers. 
Perhaps the most interesting of these plans is the 
Huber bill introduced into the Wisconsin legislature. 
This bill creates an Unemployment Insurance Com- 
pany, which all manufacturers in the state would 
have to join, and to which they would pay premiums 
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varying according to their labor-turnover rates. 
These premiums would be used to provide unem- 
ployment allowances for employees discharged for 
no fault of their own. The central idea, however, is 
less to mitigate the misery of the men out of work 
than to prevent men from being discharged for lack 
of work. For by making his premium depend upon 
his labor turnover, this bill gives the employer an 
inducement to stabihze his working force. Just as 
compulsory accident insurance has led to a large 
reduction in the number of accidents, so it is believed 
that compulsory unemployment insurance would 
lead to a large reduction of involuntary idleness. 

Concerning other plans for stabilizing economic 
activity — the improvement of employment offices, 
out-of-work benefits by labor unions, devices for 
stabihzing production in factories, a greater cen- 
tralization of banking, “stabilizing the dollar,” and 
the like — I shall say nothing, not because of lack 
of interest but because of lack of space. One matter, 
however, so nearly concerns ecpnomists that I must 
dwell upon it — the need of increasingr our knowledge 
of the business cycle and putting this knowledge to 
better use. 

All of us who have followed the crisis of 1920 and 
the prolonged liquidation which it started have had 
brought home to them the large speculative element 
in their thinking about the subject. For example, 
we have heard a great deal about “frozen credits” 
as a factor of the first magnitude in retarding re- 
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covery. We have read much about how these 
credits become “frozen” and how they may be 
“thawed.” But if the factor is of first-rate im- 
portance we ought to know what a “frozen credit” 
is, what proportion of bank credits answers to the 
definition, what proportion of credits is “frozen” in 
ordinary times. The latter point is particularly sig- 
nificant and yet has been little attended to by 
bankers or economists. So far as I know, no adequate 
analysis has ever been made of bank loans from 
this point of view. Certainly our insight into the 
difl&culties which we are confronting, and therefore 
our ability to meet these difficulties with success, 
would be increased if our banking authorities would 
compile and publish statistics of this character. 

In general American banking statistics rank high, 
in comparison both with statistics from other fields 
at home and with banking statistics from other 
countries. But they present a second lamentable 
gap. Some 10,000 banks are connected with the 
Federal Reserve System, and concerning their condi- 
tion we get reports five times a year. But there are 
20,000 other banks concerning which we have but 
one report a year, and that a meager one. It is true 
that these 20,000 state and private banks all put 
together have only half the resources of the 10,000 
member institutions. But in a situation where the 
financial position of the farmers counts heavily in 
aU reckonings, it is ill that we have to conjecture 
facts which we might know. The Federal Reserve 
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Board or the Comptroller’s Office would render a 
great service if they would fill this gap. 

Once again, recent experience has taught us how 
poor are our statistics of unemployment, of wages, 
of earnings. When an attempt was made in 1921 
to find how many men were out of work, the Bureau 
of Labor Statistics and the Advisory Committee of 
the President’s Conference on Unemployment could 
not get within a million of each other’s estimates. 
About part-time employment we know almost noth- 
ing. The prices of labor are always a matter of the 
first consequence, and there is especial need of cur- 
rent data — a need so pressing that it is hard to be 
grateful for the fragmentary surveys made from 
time to time by the Bureau of Labor Statistics. 
And even if we had comprehensive statistics of 
wage-rates, we should still be unable to make out 
changes in the economic position of the working 
classes or to get much fight on the “buyers’ strike,” 
which is alleged to have precipitated the crisis of 
1920, unless we had data for payroll disbursements 
and family earnings. All our comparisons between 
wages and cost of living are rendered doubtful, be- 
cause the fluctuations of wages may be very im- 
perfect representations of the fluctuations m family 
incomes. 

Then there is the whole field of merchandising — a 
big section of our economic fife which is so obscure 
that we cannot say even approximately how many 
retail and how many wholesale stores there are in 
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the country. This field is a dfficult one, but is it 
really more difficult than agriculture, manufacturing, 
mining, or even transportation? Yet if one puts the 
current reports from a few department stores and 
mail-order houses which are published in the Fed- 
eral Reserve Bulletin and the Survey of Current 
Business beside the material in the Year Book of the 
Department of Agriculture, the Census of Manu- 
factures, the Geological Survey’s reports on Mineral 
Resources, and the publications of the Interstate 
Commerce Commission, how slight the merchandis- 
ing figures seem! And how difficult it is to see even 
a little bit into the business future when one has to 
guess at what is happening in the great processes of 
distributing merchandise. And how can we intelli- 
gently attack the problems of economic waste with- 
out a chance to follow goods beyond the walls of the 
factory and the tracks of the railways? 

There are few members of our Association who 
have not felt the lacks which I have lamented and 
other lacks besides. Most of them are lacks which 
we cannot fill by individual enterprise. But we can 
do something as individuals by seizing every oppor- 
tunity to use the data which are already available 
in our discussions of economic problems and to co- 
operate with the various agencies, public and pri- 
vate, which are striving to improve the range and 
character of statistical reporting. In this effort we 
have many allies. There is a rapidly growing senti- 
ment among business men in favor of statistical 
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publicity. Indeed, the recent converts from this side 
sometimes err from an excess of zeal and propose 
impossibly elaborate inquiries — questionnaires that 
would require months to fill out. The statistical 
offices of the Federal Government — it is not in- 
vidious to mention especially the bureaus of the 
Department of Commerce and the research organiza- 
tions of the Federal Reserve Board and the Federal 
Reserve banks — are showing a degree of enterprise 
which is most gratifying. Everything which we 
can do to increase interest in their output, and to 
answer their numerous calls for service, is a pro- 
fessional duty. 

You remember Carlyle’s description of the situa- 
tion of England in 1843 when he spent the first seven 
weeks of the year in writing “Past and Present^’: 

“England is full of wealth,” he wrote, “of multi- 
farious produce, supply for human want in every 
kind; yet England is dying of inanition. With un- 
abated bounty the land of England blooms and 
grows; waving with yellow harvests; thick-studded 
with workshops, industrial implements, with fifteen 
millions of workers, understood to be the strongest, 
the cunningest, and the willingest our Earth ever 
had; these men are here, the work they have done, 
the fruit they have realized is here, abundant, ex- 
uberant, on every hand of us: and behold, some bale- 
ful fiat as of Enchantment has gone forth, saying, 
‘Touch it not ye workers, ye master-workers, ye 
master-idlers; none of you can touch it, no man of 
you shall be the better for it; this is enchanted 
fruit.’ ” 
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It is true that Carlyle made the grave mistake 
of supposing that this condition of affairs was a 
chronic instead of an intermittent disease of the body 
politic; but for all that, his description applies as 
well to the United States in 1921 as to England in 
1843. And this description points straight to the 
heart of the difficulty which we must face in our 
efforts to control the business cycle. 

During this year millions of us were idle when 
we wished to work, billions of dollars’ worth of plant 
and machinery stood unused when the owners 
longed to start their furnaces, and what we wanted 
to produce we needed to consume. The edict of en- 
chantment which forbade us to do what we wished 
was pronounced by the money economy. We are 
periodically mastered by this social machinery we 
have made, and stand idle and needy at its bidding. 
For with all its efficiency the money economy has a 
fundamental defect — ^it warps the aim of our 
economic activity. What we want as human beings 
is to make serviceable goods. What we are com- 
pelled to do as citizens of the money economy is to 
make money. And when for any reason it is not 
profitable to make goods, we are forced to sacrifice 
our will as human beings to our will as money 
makers. That is the heart of the paradox. 

If I am right about this fundamental matter, I 
can hardly be wrong in taking an optimistic view 
of the future. For since the money economy is a 
complex of human institutions, it is subject to 
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amendment. What we have to do is to find out 
just how the rules of our own making thwart our 
wishes and to change them in detail or change them 
drastically as the case may require. Not that this 
task is easy. On the contrary, the work of analysis 
is difiicult intellectually and the work of devising 
remedies and putting them into effect is harder still. 
But one has slender confidence in the vitality of the 
race and in the power of scientific method if he 
thinks a task of this technical sort is beyond man’s 
power. 


CHAPTER II 


STABILIZING THE DOLLAH 
Irving Fisher 

The present generation is witnessing the most 
stupendous fluctuations in the purchasing power of 
money in the whole history of this long-suffering 
world. Never before have such fluctuations been so 
wide, so universal, so diverse, or so long continued. 
For years to come the problem of the instability of 
money will continue to engage the attention of 
economists, business men, and statesmen. We shall 
need to study its relation to international exchanges, 
to international trade, to international indebtedness 
and reparations, as well as to the internal finance and 
politics of each country and the private fortunes of 
its citizens. 

The need of our times is stabilization. Politically 
we need stable governments and a stable state of 
peace among them. Economically we need stable 
trade, finance, and industry, and a stable standard 
for the contracts by which that trade, finance, and 
industry may be conducted. 

These two sorts of stability, political and economic, 
are inextricably interrelated. It is usually under 
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the stress of political instability, when a government 
is subject to the danger of breakdown and cannot 
balance its budget, that it resorts to that form of 
forced loan called irredeemable paper money, thus 
causing monetary instability. And, conversely, such 
economic instability, such debauching of the mone- 
tary standard, while it puts off the evil day in pol- 
itics, is often itself the cause of political instability, 
unrest, and even revolution. The French had a say- 
ing that after the paper money printing press comes 
the guillotine, a saying not altogether inapt for 
Russia to-day. 

And so, to solve the chief economic problem of 
the day, that of stabilizing the moneys of the world, 
we cannot ignore the political problem of stabiliz- 
ing governmental conditions. The first step in solv- 
ing the money problem is to stop inflation, where in- 
flation is still going on, as in Germany, Austria, 
Poland, and Russia. But no government wiU stop 
inflation until it can balance its budget, and it often 
appears that it cannot balance its budget until it 
can reduce the burden of militarism, and it cannot 
reduce the burden of militarism until there are 
international guaranties of keeping the peace, and 
there can be, in my opinion, no adequate interna- 
tional guaranties of keeping the peace except 
through the League (or “a” League) of Nations. 
Thus the problem of the League of Nations, pri- 
marily political, is linked with the problem of mon- 
etary stability, primarily economic. 
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But the mere stopping of inflation is only a part 
of the problem of monetary stability. We must stop 
deflation as well. These two, inflation and defla- 
tion, are twin evils and not, as many unthinkingly 
assume, antidotes one of the other. 

There seem to have been three principal reasons 
why the recent deflation, as in the United States 
and England, was regarded as desirable: (1) There 
was the popular notion that pre-war prices were 
normal and that, therefore, we should endeavor 
to return to them, coupled probably with the errone- 
ous idea, taken for granted, that the fall of prices 
would not entail a fall of incomes; (2) in countries 
which had lost the gold standard, there was the 
natural ambition to return to it for the benefit of 
trade, and for the maintenance of the credit of the 
nation, and to satisfy a sentiment that national 
honor required such a return to the pre-war coins; 
(3) there was the idea that the inflated levels of 
prices which the war had brought were unjust to 
creditors, who had made their contracts on a lower 
level of prices. 

So far as the first of these three arguments is 
concerned, it is entirely without foundation. The 
year 1914 was no more “normal” than 1920 or 1896. 
One level of prices is quite as normal and quite as 
desirable as another, if only it can be maintained 
permanently. 

The second argument is technically correct and it 
is easily understood how pride in commercial honor. 
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in England particularly, can never feel fully satisfied 
without such technical fulfillment of expressed obli- 
gations. But if we penetrate beyond technicalities 
we might conclude, by the same logic, that we are 
bound by the spirit of contracts, though not by the 
letter, to pay not simply the stipulated gold but the 
original purchasing power which the gold repre- 
sented when the promises were made. 

This brings us to the third argument which, it 
seems to me, is the really strong and vital argument, 
namely, that to pay off debts in depreciated money 
is an injustice to the creditor class, which includes 
the many humble creditors of the government who 
came to its rescue in the crisis of war. Money as 
a standard of deferred payments ought to serve pre- 
cisely this purpose — ^the purpose of enabling the 
contracting parties to carry out the contract in terms 
of the purchasing power contemplated and under- 
stood on both sides at the time the contract was 
made. To the extent that the monetary standard 
has varied between the date of the contract and the 
date of its fulfillment, to that extent will injustice 
be done to one or other of the contracting parties and 
in so far as such change in the standard — say depre- 
ciation — can be remedied by a counter-change — say 
deflation — the latter is justified. 

But, in practice, this problem of correcting 
injustice is immensely complicated by the fact 
that not all contracts require the same adjust- 
ment. And while we are debating whether we 
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ought to inflate or deflate and how much, new 
contracts are constantly being made at the new 
price levels. Deflation was wanted to do jus- 
tice to pre-war creditors; and doubtless it did so 
to the jew pre-war creditors still surviving. But 
it did injustice to the much larger number of war 
and post-war debtors. We certainly have no right 
to choose our standard to help the few and hurt the 
many. We must recognize the fact that every dis- 
turbance of our standard makes it impossible to do 
justice to everybody. 

Existing contracts include those made at every 
stage of depreciation, and it is a physical impos- 
sibility to make a separate standard for every sepa- 
rate contract. Evidently the best that we can do 
is to strike an average. If all debts now existing 
had been contracted in 1914, before the war, ideal 
justice would clearly be rendered by restoring the 
pre-war sovereign, doUar, franc, etc. (not merely 
technically but in actual value) by such deflation 
as would reduce the general level of prices to exactly 
that of 1914. If, on the other hand, it were true 
that all contracts now existing happened to have 
been entered into in 1920, justice would require that 
we should maintain the high level of prices of 1920 
precisely as it was in 1920. Undoubtedly the best 
average we can strike lies between these two ex- 
tremes, and nearer the levels of 1920 than those of 
1914. If an estimate were made, as it should be, of 
the volume of outstanding contracts classified ac- 
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cording to their age, it would be found that some 
contracts are one day old, some are one month old, 
some are one year old, and some are a century old, 
but the great mass of contracts are of recent origin. 
The average, or center of gravity, of the total exist- 
ing indebtedness is probably always somewhat near 
the present. I once made, before the war, a very 
rough estimate that contracts in the United States 
were probably, on the average, something like one 
year old. 

The war, of course, introduced an enormous mass 
of government debts, most of which were contracted 
at the high levels of 1917 and 1918, so that for an 
indefinite time in the future the center of gravity 
of debts will be greatly influenced by these war-time 
obligations. When the Liberty Loans of the United 
States were launched, our price level stood on the 
average at 195, or roughly double the 1913 level, 
while at the present writing the price level is 148, or 
halfway back to 1913. Evidently our deflation has 
been very greatly overdone, for the twenty-two bil- 
lions of Liberty Bonds launched at the high levels of 
1917-18-19 have no counterpart in the few surviving 
contracts launched at the pre-war level of 100. More- 
over, we must not forget the contracts of 1920 itself, 
when the policy of deflation began. Roughly, I 
should say that had the deflation from the 243 of 
1920 stopped at 190, it would have accomplished 
more justice than injustice. In the far greater de- 
flation which has been accomplished, however, in- 
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justice to debtors has preponderated and hence our 
trade depression. 

What we now need is a rise in prices. But an in- 
flation which would bring us back to the 243 of 
1920, or even to the 190 at which we ought to have 
stopped on the way down, would produce a pre- 
ponderate injustice to creditors. Justice requires a 
return to perhaps about 175, which level when at- 
tained should be retained. Certainly to go farther 
toward pre-war levels would greatly imperil the 
cause of justice and prosperity. 

For England much the same argument holds, as 
Reginald McKenna, formerly Chancellor of the 
British Exchequer and now Chairman of the largest 
bank in the world, has said: 

“Two years ago when we were suffering the dis- 
comfort of a rapid rise in the cost of living, I ven- 
tured upon a word of warning. Although the high 
prices were due to the monetary and credit inflation 
consequent upon the immense borrowing by the 
Government during the war, I endeavored to show 
that any attempt to drive prices down by a policy 
of forced deflation would lead to grave trade depres- 
sion and widespread unemployment. 

“Last year when I addressed you, a policy of de- 
flation had been publicly announced and steadily 
pursued for a considerable period. I discussed on 
that occasion inflation and deflation in detail, and 
outlined so far as I could the monetary, trade and 
social conditions which arise in either case. We 
have recently learned of the evil consequences of 
deflation in the school of experience and this policy 
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has for the time being fallen into disrepute. But 
unfortunately the lesson has had the effect of turn- 
ing a considerable body of opinion back in favor of 
inflation, and we seem now to have in prospect the 
regular alternation between the two policies, each to 
be adopted in turn as a remedy for the other. . . , 

“The truth is, of course, that both are bad. What 
is needed is stability, the point from which both 
alike proceed in opposite directions. When we have 
stability of prices, we have a basis upon which trade 
can be carried on with confidence. Manufacturers, 
merchants, and retailers are then able to make their 
contracts with reasonable assurance that the debts 
created under the contracts will be paid when due 
in a currency of the same purchasing value as it 
had when the obligations were assumed.” 

The trouble is that in trying to establish stability 
we encounter the resistance of those who have been 
hurt by former instability. Some persons to-day 
are suffering from past inflation and some from past 
deflation, and there is developing a conflict between 
them. 

The war inflation led to a demand to reduce the 
“high cost of living” to the pre-war level. The at- 
tempt to do this through deflation led to a demand of 
the debtor farmer for freer money and credit and a 
protest against the fall in price of his products. I have 
on my desk, as I write, two articles — one written by 
a “friend of the farmer” demanding inflation again 
and another by a “friend of the salaried man” de- 
manding further deflation. 

Of the two dangers, excessive reinflation looms up 
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as the more dangerous. In some respects the pres- 
ent situation in the United States is beginning to 
bear a rough resemblance to the situation in 1896, 
when Mr. Bryan made his entry into politics as the 
spokesman of inflation. In 1896, when Mr. Bryan 
came to the fore, prices had been falling ever since 
the Civfl. War when, in 1865, they stood at the high- 
est point in American history. Between that high 
point in 1865 and the low point in 1896 prices in 
the United States shrank by nearly two thirds, that 
is, the dollar’s buying power was multiplied nearly 
threefold within a generation. During the first half 
of that period we were engaged in getting back to 
the gold basis, but the appreciation continued 
through the other half also, in spite of a growing 
discontent and a sentiment for inflation. After the 
panic of 1893 there was so great an outcry against 
“low prices,” especially by the farmer and the silver 
miner, that the country was ready to take up 
Bryan’s remedy for deflation, namely, inflation. I 
shudder to think what the consequences would have 
been if Bryan had been elected and we had adopted 
the free coinage of silver at sixteen to one. And 
yet, even though we did escape silver inflation, we 
began to suffer a more gradual inflation from gold, 
so that shortly after the beginning of this century 
the whole world, which in Bryan’s time had been 
complaining of slow business, found itself complain- 
ing quite as lustily of the “high cost of living.” 

It was the “high cost of living” which in 1920 led 
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to the reverse reaction and the idea of returning to 
the “pre-war normal/’ a phrase as alluring as that 
invoked by Bryan who wanted to return to the “dol- 
lar of the daddies.” Just as he proposed inflation 
to cure deflation, so in 1920 deflation was proposed 
to cure inflation. And just as the inflation following 
1896 failed as a remedy for deflation, so the deflation 
following 1920 failed as a remedy for inflation. 

We are now in a critical period, one in which the 
injuries suffered by special interests appear to re- 
quire opposite and extreme remedies, while the gen- 
eral welfare demands moderation and the establish- 
ment of a stable standard. Shall we sit idly by and 
let the accidents and circumstances of various kinds 
continue the successive jolts, alternating upheavals 
and depressions, which make the people cry out, 
first, against the “high cost of living,” and then 
against “hard times?” Or shall we enter on a selfish 
class struggle between the creditor and debtor 
classes? Or, finally, shall we set about the problem 
of bringing order out of chaos? 

The first would seem to be the easiest choice, if 
it can be called a choice. The policy of drift is, in 
fact, the usual one taken, because the mass of people 
do not see whither they are drifting. Some ‘Jstand- 
patters” are against any “agitation” for stabilizing 
the dollar. Their idea is to “sit on the lid,” lest there 
should be let loose all sorts of proposals, including 
many which are wild and impracticable. My own 
idea is quite the reverse; that such repression is it- 
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self impracticable and, could it be carried out, would 
be but temporary and would have the usual effect 
which comes from sitting on safety valves. The 
truth is, wild and impracticable schemes are already 
abroad. The only effective way to combat them is 
by means of something better; just as we combat 
quackery not by inaction but by employing scientific 
medicine. 

In short, the policy of drift is sure gradually to 
bring us to the second of these three choices, a 
selfish struggle between inflationists and contrac- 
tionists, just as was the case following the Civil 
War and other wars. Greenbackism, Populism, and 
Free-silverism were each grounded on class feeling 
and distrust growing out of the fall of prices be- 
tween the Civil War and 1896; and during the last 
twenty-five years of rising prices another form of 
class struggle. Socialism, has flourished unprecedent- 
edly. In whichever direction prices move, we are 
sure to have discontent as a result. Stability alone 
can arrest the growth of these social cancers. 
Bankers ought preeminently (and many of the most 
astute among them see it now) to be the ones to de- 
sire stability and to seek a distinctly scientific way 
out of chaos, as against the alternation of unscien- 
tific nostrums and a class struggle which may make 
the whole banking fraternity appear to the farmer 
and the laborer in the guise of a selfish creditor 
class, seeking its pound of flesh at the expense of 
the life-blood of industry and commerce. Further 
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neglect of our money problem resulting, as it must, 
in further inflation or deflation, or both, will bear 
more of this bitter fruit. It should be an axiom 
of economic history that monetary instability leads 
straight to class conflict. 

I most solemnly believe that one of the great dan- 
gers of to-day lies in blind, complacent “standpat- 
ism.” Yet because of just this sort of shortsighted 
conservatism, we are likely to miss the great oppor- 
tunity which the present situation affords, which 
is to choose the third of the three methods of dealing 
with the situation. But, if we are seriously to set 
about solving the money problem, we must first 
get a bird’s-eye view of the field which that problem 
covers. 

A great teacher once said to his students: “In 
beginning the study of any social situation, put to 
yourself four questions: What is it? Why is it? 
What of it? What are you going to do about it?” 
Accordingly I shall take up: (1) the facts about the 
purchasing power of money; (2) the chief causes 
which explain .these facts; (3) the resultant evils 
which make a remedy desirable; and (4) the remedy. 

First, then, we may summarize the facts. The 
present situation in which we all keenly suffered 
from recent price upheavals is exceptional only in 
degree. It is a great mistake to assume that we had 
stability before the war. The facts are that never yet 
has there existed a really stable price level. We 
now know this from actual measurement by means 
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of what are called index numbers. The prices of 
various articles do not move together, but scatter or 
disperse like the fragments of a bursting shell. Yet 
there is always a definite average movement just 
as there is a definite path of the center of gravity of 
the shell fragments. In order to depict the average 
movement of prices we must first have some means 
of measuring it. This is the “index number,” a 
number showing the average rise or fall of prices. 
If one commodity has risen 4 per cent since last 
month and another, 10 per cent, the average rise of 
the two is midway between 4 per cent and 10 per 

cent, or 7 per cent. It is ^ = 7. If we call the 

price level of the two articles last month 100 per 
cent, then 107 per cent is the “index number” for the 
prices of the two articles this month. The same 
principle, of course, applies to any number of com- 
modities. 

Many different systems of index numbers are now 
before the pubhc — ^such as those of Bradstreet, Dun, 
Gibson, the Annalist, the Federal Reserve Bank, the 
United States Bureau of Labor Statistics, the Cana- 
dian Department of Labor, the London Economist, 
the London Statist, the London Times, and the 
British Board of Trade. The present index num- 
ber of the United States Bureau of Labor Statistics 
covers 300 commodities. 

By means of such index number we now know, 
with some accuracy, the changes which have oc- 



STABILIZING THE DOLLAR 


67 


curred in the level of prices and so in the purchas- 
ing power of money. It is an interesting fact 
that throughout the ages, though prices have some- 
times fallen, they have generally risen. In France 
prices before the war were four to six times as high 
as five hundred years ago and five to ten times as 
high as a thousand years ago. 

After 1896 prices rose rapidly up to the outbreak 
of the war. But a much greater upward impulse 
was imparted by the war itself. The rise before the 
war, great as it was, amounted on the average, in 
the United States, to only one fifth of one per cent 
per month, and in England to still less; whereas be- 
tween 1914, when the war began, and 1920, when the 
crest of the wave was reached, the rise amounted to 
1.2 per cent per month in the United States, and 
much more in many other countries — ^in Germany 
to 3.5 per cent per month, and in Russia to 16 per 
cent per month. To these German and Russian 
rates, among the records of index numbers which 
have been computed, there is no parallel. 

Since May, 1920, there has been a steep fall, not 
only in the United States, but in England and Japan, 
as well as less of a fall in France and Italy, and in 
Germany, Austria, Poland, Russia, Finland, and 
Bulgaria there has been a continued rise. 

So much for the facts. We come now to the sec- 
ond of our four questions. Why is the price level 
always changing? In recent popular discussions a 
great variety of reasons have been assigned. I shall 
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not discuss in detail these alleged explanations. 
While some of them represent important factors in 
affecting particular prices, nevertheless only one 
of them, namely, monetary and credit change, has 
been a large factor in affecting the general level of 
prices. Obviously no explanation of a general rise 
of prices is sufficient which merely explains one price 
in terms of another price. To say that the cause of 
rising “prices” is rising “wages” is merely to say that 
the prices of commodities have risen because the 
price of labor has risen; and we might as well turn 
it about and say that the price of labor has risen be- 
cause the price of food has risen and so driven 
workmen to strike for higher wages. Such explana- 
tions are as unsatisfactory as the answer of the gar- 
dener who, when asked, “Where is the hoe?” replied, 
“It’s with the rake,” and when asked, “Where is the 
rake?” replied, “It’s with the hoe.” 

Scarcity and abundance will, in selected cases, 
go far toward explaining the rise and fall of indi- 
vidual prices. But they will not go far toward 
explaining changes in the general level of prices. 
All those who have offered such explanations make 
one fatal mistake. They look at the wrong side of 
the market. They seek the causes wholly in the 
goods, the prices of which have changed, and not 
at all in the money, in terms of which those prices are 
expressed. It is hardly probable that commodities 
should rise in price en masse without some simple 
explanation in common. We would scarcely expect 
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that, by mere coincidence, a thousand commodities 
are simultaneously scarce or simultaneously abun- 
dant. We seldom have world feasts or world famines. 
If the corn crop is short in some places, it is abun- 
dant in other places. If it is short in all places, the 
“ crop of wheat or barley or some other staple food 

■ is practically certain to be at least normal. If there 

is war in Japan, it is not likely that there will also 
[. be war in Brazil. A world war or even anything as 

near to a world war as the conflict ending in 1918 
is a most — the most — unprecedented event in all 
history. 

Our conclusion is that, until recently at least, it 
was a fall in the value of gold, or money, that had 
I|‘ taken place, rather than a simultaneous rise in the 

; value of everything else. We have direct suatistics 

I to indicate the same conclusion. These show that, 

I up to the outbreak of the war in 1914, there was no 

^ progressive scarcity of goods in general, but rather 

I an increased abundance, and that this continued to 

j be true in the United States even after 1914, possibly 

I up to our entrance into the war in 1917. Only dur- 

! ing the war was there, in this generation, a progres- 

p sive scarcity of goods in general. Even during the 

^ war, money inflation was much the more important 

; factor. And after the war was over, there has been 

^ little in the statistics of goods to explain price move- 

^ ments. Thus, in 1921, goods were scarcer than 

usual; yet prices fell. 

That great price movements are chiefly monetary 


I 


70 


THE STABILIZATION OF BUSINESS 



is evidenced by the fact that countries of like mone- 
tary standards have like price movements. Thus — to 
consider gold standard countries — there was, as long 
as the United States and England used the gold 
standard, a remarkable family resemblance between 
the curves representing the index numbers of these 
countries. Again, the price movements in silver 
standard countries show a strong likeness, as in 
India and China from 1873 to 1896. On the other 
hand, we find a great contrast between gold and 
silver standard countries. Speaking roughly, we 
may say that between 1873 and 1896 the price level 
in gold countries fell twenty-five per cent and in 
silver countries rose thirty per cent and, what is 
equally important, this divergence between the two 
price movements corresponded roughly to the di- 
vergence between gold and silver. 

For the World War the data are so meager that it 
is impossible to express the relations in exact figures, 
but we may arrange the different countries in the 
approximate order in which their prices rose. As a 
result, we find that the order of the nations corre- 
sponds, in general, with the order in which the cur- 
rencies in those nations were inflated by paper, as 
well as with the order in which their monetary units 
have depreciated in the foreign exchange markets. 
This order — of ascending prices and of inflated cur- 
rency — was: India, Australia, New Zealand, United 
States, Canada, Japan, Sweden, Switzerland, Den- 
mark, Italy, Holland, England, Norway, France, 
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Germany, Austria, and Russia. Again, since 1920 
the countries like the United States and England 
which have tried to deflate have had falling prices; 
while the countries, like Germany and Austria and 
Russia, which have continued to inflate have had ris- 
ing prices. 

Confirmatory evidence that price movements us- 
ually reflect monetary conditions is found in the fact 
that the ups and downs of prices correspond with the 
ups and downs of the money supply — ^whether from 
the gold mines, the banks, or the government print- 
ing presses. Throughout all history this has been 
so. 

The conclusion toward which the foregoing and 
other arguments lead is that, in the past, the great 
outstanding disturber of the price level has always 
been money (including credit). Money is so much 
an accepted convenience in practice that it has be- 
come a great stumbling-block in theory. Since we 
talk always in terms of money and live in a money 
atmosphere, as it were, we become as unconscious of 
it as we do of the air we breathe. Some people, even 
intelligent people, bolster up the illusion that the 
dollar is a stable standard of value by reference to 
the fact that “the price of gold” never changes. 
Only recently a former government officer asserted 
that the value of gold is evidently constant because 
its price is fixed! 

I once asked a dentist if the “high cost of living” 
had affected the price of his materials. 
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“Yes, of course,” he replied. 

“Of the gold you buy for fillings?” I ventured jok- 
ingly, expecting him to know that this could not be. 

To my surprise he answered, “I suppose so,” and 
sent his assistant to look up the matter. 

She returned presently and solemnly informed us 
that the price he paid for his gold was substantially 
the same now as it always had been during the 
thirty years he had been buying it. 

“Isn’t that surprising!” he exclaimed. “Gold 
must be a very stable commodity.” 

“It’s just as surprising,” I rephed, “as that the 
price of a quart of milk is always two pints of milk.” 

“I don’t see the point.” 

“Well, what is a doUar?” I asked. 

“I don’t know — what is it?” 

That simple question is vital. The almost uni- 
versal ignorance of the answer is largely responsible 
for the almost universal misunderstanding of the 
high cost of hving and the depression in trade! A 
dollar is 25.8 grains of standard gold — that is, of gold 
nine tenths fine; and, since an ounce is 480 grains, 
the number of dollars in an ounce is 480-^25.8, or 
18.60. In other words, any 100-ounce lump of 
standard gold taken by a gold miner to the mint can 
be cut up and coined into 1860 dollars and handed 
back to him. Naturally he gets $18.60 an ounce, and 
this “price” can never vary so long as the weight 
of the dollar does not vary. 

Thus 100 ounces of gold will always be worth 1860 
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dollars of gold, so long as 1860 dollars contain 100 
ounces of gold; just as a quart of milk will always be 
worth two pints of milk so long as two pints make 
a quart. Gold is stable in terms of itself and in 
terms of itself only. Fixing the dollar at 25.8 grains 
of gold fixes the price of gold at $18.60 an ounce. 
But, of course, this fixity of dollar weight, or of 
gold price in terms of gold, does not fix its price or 
value in terms of other commodities. It does not 
release gold from the effects of supply and demand. 
The value of the dollar, as shown by its general pur- 
chasing power, is not stable, but fluctuates with sup- 
ply and demand as does the value (or purchasing 
power) of anything else. There is only this differ- 
ence : Since a descending value of gold cannot lower 
the price of gold, it must raise the prices of other 
things in terms of gold; and since an ascending value 
of gold cannot raise the price of gold, it lowers the 
prices of other things in terms of gold. The supply 
and demand of gold and of other things which affect 
the real value or purchasing power of gold cannot 
be thwarted. Since we deny to supply and demand 
of gold the normal outlet of raising or lowering the 
price of gold, they take their revenge by lowering or 
raising the prices of other things. 

If, instead of gold, we were to make milk the 
standard, or eggs — that is, if we used these to pur- 
chase all other things — they would acquire the same 
fixity of price — that is, price in terms of milk or eggs; 
and we would fall victims to the same illusion of 
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inherent fixity. If a dollar, instead of being 25.8 
grains of gold, were, let us say, a dozen eggs, ob- 
viously the price of eggs would always be a dollar 
a dozen simply because a dollar is a dozen eggs. If 
the hens did not lay, the price of eggs would not rise 
(or vary at aU), but, instead, the prices of other 
commodities in terms of eggs would fall; while if 
eggs were a drug on the market, their price would 
not faU (or vary at all), but the prices of other com- 
modities, in terms of eggs, would rise — and the 
mystified public would then be inquiring gravely, 
“Why this high cost of living?” The world’s prices 
would then be at the mercy of hens, just as now they 
are at the mercy of gold mines, of the printing press, 
and of the banking policy of giving or withholding 
credit. 

We have been deceived by appearances in com- 
merce, just as we have been deceived by appearances 
in astronomy. The earth seems to be fixed and all 
the other heavenly bodies seem to move. 

An increase of money, then, always tends to raise 
prices. It was thus that prices rose in the mining 
camps of California a half dozen decades ago, and 
in Colorado and the Klondike one or two decades 
ago. This local rise of prices soon communicated it- 
self to other places; for the price level cannot in one 
locality greatly exceed that in a neighboring locality 
without causing an export of money to the locality 
of the lower level. Thus new money gradually finds 
its way into circulation throughout the world, raising 
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prices as it flows from place to place, the process 
consisting, in all cases, of the effort on the part of 
somebody to get rid of an inconvenient surplus — a 
surplus which cannot be dissipated by transferring it 
from hand to hand but only by a rise of prices. 
Even more commonly is the price level affected by 
credit currency — that is, the so-called “money I 
have in the bank,” which one pays out in checks. 
Moreover, the price level is affected, though seldom 
in so extreme a degree, by the rapidity of circula- 
tion both of money and of deposit currency and by 
the amount of commodities in trade. 

The price level may rise because of an in- 
crease of money, or of deposit currency, or 
because of their rapidity of circulation, or be- 
cause of a decrease in the volume of trade. And 
back of these causes (money, deposits, their veloci- 
ties, and trade) lie innumerable other causes acting 
through one or more of them. 

And now we reach our third question. What of 
it all? Even if the value of the dollar is constantly 
changing, and the changes are chiefly due to mone- 
tary and credit causes, is there any real harm? Is 
it not merely a matter of bookkeeping? 

Now, if for each one of us the change of income 
were to keep up exactly with the change in cost of 
living, then the high cost of living and fall of prices 
would have no terrors; they would be merely on 
paper. But no such perfect adjustment ever occurs 
or can occur. Outstanding contracts and under- 
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standings in terms of money make them out of the 
question. 

We have already noted the conflicting interests 
at the present time of the debtor and the creditor. If 
Congress should suddenly decree that each present 
“dollar” should henceforth be two dollars, it is clear 
that, in practice, the change would not be simply 
nominal, or a mere matter of bookkeeping. Every 
creditor, every bondholder, every insurance policy 
beneficiary, every bank depositor would clearly be 
cheated out of half his due. If, on the other hand, 
Congress should decree that what has hitherto been 
a “dollar” should henceforth be fifty cents, every 
debtor would be suddenly saddled with a weight of 
debt twice as heavy as that which he had originally 
assumed. The same principle of hardship applies 
to any change in the purchasing power of the dol- 
lar even when, as is ordinarily the case, it is unin- 
tentional. Moreover, it cannot properly be said 
that human responsibility is not a factor. Congress, 
which, under the Constitution, has the power to 
regulate the value of money, lets that value go un- 
regulated. With each change in the purchasing 
power of money, in other words, with each change 
in the price level, some people lose what properly 
belongs to them, and others gain what does not 
properly belong to them. Our sense of “social jus- 
tice” is offended. 

Consider a working girl who put a hundred dol- 
lars in the savings bank in 1896. In 1920, if she had 
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allowed it to accumulate at three per cent interest, 
she would have had two hundred dollars. But when 
she tried to spend her two hundred dollars, she 
would have found that things cost about double 
what they did in 1896. Thus she would get for her 
entire two hundred dollars only as much as she 
could have bought for her original one hundred dol- 
lars at the beginning. After a score of years of self- 
denial, where is her reward, her interest? She has 
been (without the intention of anybody) cheated 
out of all her interest, through the depreciation of 
the “dollars” in terms of which her savings-bank 
account has been kept! Her interest accrued only 
fast enough to offset the depreciation in her prin- 
cipal. Like Alice Through the Looking-Glass she 
has had to run as fast as she could in order to stand 
still. 

The bondholder is in the same plight. If he 
has been “living on his interest” the purchasing 
power of his principal has been decreasing, so that 
reaUy, although without knowing it, he has been 
living on capital. To keep his principal unimpaired 
he would have had to reinvest all his interest! 

In central Europe to-day these injustices are mag- 
nified to grotesque proportions. The story is told, 
whether invented or not does not here matter, of a 
Polish clothier who retired from business selling out 
his stock of several hundred suits of clothes for a 
milhon marks. He then lent this money at ten per 
cent interest, and when a year later he was repaid 
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he found that with his principal and interest he 
could buy himself one suit of clothes! 

To trace such unjust shifts of ownership of wealth 
and income, let us take a corporation case in the 
United States, typical of the havoc which the war 
wrought. Assuming the war to have doubled prices, 
a corporation which before the war was distributing 
ten million dollars — five million to its stockholders 
and five million to its bondholders — (these two sums 
being, say five per cent of the capitals respectively 
invested) would have, at the close of the war, not ten 
million dollars to distribute, but twenty million 
dollars. This new figure would no longer be evenly 
distributed. The bondholder is restricted by his 
contract to his five million dollars, and leaves to the 
stockholders the remaining fifteen million. Nomi- 
nally, the bondholder has the same income as before, 
but actually in purchasing power he has lost half. 
Nominally, the stockholder is receiving three times 
what he did before, but in actual purchasing power 
only one and a half times, or fifty per cent more. In 
other words, the stockholder has gained fifty per 
cent, while the bondholder has lost fifty per cent. 
The shrinkage of the dollar has virtually picked the 
pockets of one for the benefit of the other. 

The total financial interests thus affected by 
changes in the price level are colossal. Shortly be- 
fore the war Alfred Ne5unarck estimated the total 
securities then circulating in the world at 175 to 
200 billion dollars! Now, of course, the volume of 
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securities is greater, and the war bonds swell the 
total by some fifty per cent. And besides negotiable 
securities there are many private debts which never 
circulate. The total shift each year must run up into 
many billions. Millions of people in the United 
States own Liberty Bonds; millions hold War Sav- 
ings Certificates ; millions are financially interested 
in the soldiers’ insurance, the total of which has 
amounted to a score of billions of dollars, millions 
own other bonds or mortgages or hold savings in the 
banks. In Europe, of course, the shift between con- 
tracting parties has been even more rapid, because 
the depreciation of their money has gone on more 
swiftly. In central Europe the middle class of sal- 
aried people and “safe” investors have been ruined. 
In Germany, assuming that the mark does not rise 
during the life of the war bonds, the German bond- 
holder who subscribes for bonds will be mulcted of 
over ninety-five per cent of their value. 

With millions of people to be affected and hun- 
dreds of billions of dollars, marks, etc., stipulated in 
contracts or otherwise fixed or understood, it be- 
comes a matter of grave concern to the whole world 
what the “dollar,” the “mark,” etc., in these con- 
tracts and understandings is to be. When prices 
rise great profits are made, because the “profi- 
teer” or stockholder wins without effort from the 
bondholder and from the salaried and wage em- 
ployees. His easy profits lead him to “extend him- 
self” until, when interest charges, rents, salaries, 
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and wages catch up, as in 1920, his prosperity ceases, 
he gets caught in debt and becomes a bankrupt, and 
a general crisis or even panic may ensue. Every rise 
in the cost of living brings new recruits to the mal- 
contents who feel victimized by society and have 
come to hate society. They cite, in their indictment, 
the high price of necessities and the high profits of 
certain great corporations, both of which they at- 
tribute, not to the aberrations of our monetary yard- 
stick but to deliberate plundering by “profiteers” or 
a social system of “exploitation.” They grow con- 
tinually more suspicious and nurse an imaginary 
grudge against the world. Reversely, when prices 
are falling the debtor grumbles and wants to wreak 
vengeance on the money lenders and the gold bugs 
of Wall Street. A conservative who fears to stabi- 
lize money because the idea seems radical, is blind to 
the fact that it is •M?^stable money which inflames 
radicahsm. 

We have seen that the primary evil of these aber- 
rations is social injustice, a sort of subtle pocket pick- 
ing. At first glance it might seem that such a transfer 
is not a general evil, for what some lose others gain. 
But the secondary evils are very general; namely, 
the evils from speculation, uncertainty, crises, de- 
pression, resentment, violence, and ill-considered 
legislation. Thus, curiously enough, as with ordi- 
nary gambling, even the ill-gotten gains of the win- 
ners are largely swept away in the end. Thus, when 
prices are rising, the strikes, riots, and violence, 
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which are the secondary effects of rising prices^ de- 
stroy the profits of the winners by blocking the 
wheels of industry and even destroying its tools. 
If we are going to have discontented workmen smash 
our windows and our machinery, it is not so much 
a question of who is going to get the profits as a 
question of whether there are going to be any 
profits. 

Similarly when, during a period of falhng prices, 
the vampire is not the profit-taker but the creditor, 
the winner is also apt to lose his winnings. The 
bondholder is usually and normally the simple in- 
vestor of capital, the “silent partner” in business. 
He lacks the temperament and training to be a cap- 
tain of industry. But, after years of falling prices, 
during which he has been draining, unobserved, the 
life-blood of the enterprise whose bonds he holds 
until there is no profit left for the captain of in- 
dustry who has been managing it, the mortgage is 
foreclosed and the captain, held responsible for the 
shipwreck, is forced out, discredited, humiliated, and 
unable to articulate or even to understand that it 
was not wholly his fault, if at all, but the fault of his 
instrument of reckoning, the dollar. Thereupon the 
bondholder is forced to take control. Thus the 
management drifts into wrong hands, turns into mis- 
management, and the bondholder is hoist with his 
own petard. He has been an unconscious Shyloek, 
exacting his pound of flesh until he has overreached 
himself. As David Harum wisely said, “It ain’t a 
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bad idee to be willin’ to let the other feller make a 
dollar once in a while.” 

In short, almost no one gains long or gains much 
either from rising prices or falling prices. Either 
implies enormous social wastes. Therefore, to so- 
ciety as a whole, there is a great net loss, just as 
there would be from confusion and uncertainty in 
the yardstick of length or in the pound of weight. 
Stabilizing the monetary units is a reform on which 
all classes should unite — debtors and creditors, bond- 
holders and stockholders, employers and employees, 
rich and poor. 

We are now ready for the last and most practical 
question, “What are you going to do about it?” The 
plan described below is that elaborated in my book, 
“Stabilizing the Dollar.” The essence of my plan 
is very simple. The real culprit being the dollar, the 
real remedy is to fix the purchasing power of the 
dollar. 

Our dollar is now simply a fixed weight of gold 
— a unit of weight, masquerading as a unit of value. 
A twentieth of an ounce of gold is no more truly a 
unit of value or general purchasing power than a 
pound of sugar or a dozen eggs. It is almost as ab- 
surd to define a unit of value, or general purchasing 
power, in terms of weight as to define a unit of 
length in terms of weight. We would scarcely define 
a yardstick as any stick which weighs an ounce. 
There used to be a song about a shopkeeper who, be- 
ing asked the price of a box of socks replied, “One 
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dollar a box.” “I’ll take the box,” said the customer, 
handing over his dollar; whereupon the shopkeeper 
took out the socks and handed over the box. “I 
sold you the box, not the socks,” said he. Our dol- 
lar is somewhat like that box. It keeps its form but 
loses its contents. The removal, in this case, is not 
intentional or committed by one of the parties to 
the contract, but so much the worse! — for the in- 
jured party has no recourse. It is as if the buyer 
of the box of socks were forced to agree in advance 
to let a bystander remove or insert socks ad libitum. 

What good does it do us to be assured that our 
dollar weighs just the same amount as ever? What 
we are concerned about is that it buys the same 
amount. What is needed is to stabihze or standard- 
ize the dollar, just as we have already standardized 
the yardstick, the pound weight, the bushel basket, 
the pint cup, the horse-power, the volt, and, indeed, 
all the units of commerce except the dollar. All 
these units of commerce have passed through the 
evolution from the rough-and-ready units of primi- 
tive times to the accurate ones of to-day, when mod- 
ern science puts the finest possible point on measure- 
ments of all kinds. Once the yard was defined, in 
a rough and ready way, as the girth of the chieftain 
of the tribe and was called a gird. Later, it was 
the length of the arm of Henry I and still later the 
length of a bar of iron in the Tower of London. To- 
day we have at Washington a Bureau of Standards, 
where the modern yardstick is determined by a bar 
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of metal amalgam, noted for its insensibility to 
changes in temperature, but nevertheless kept in a 
room of constant temperature, under a glass case, 
and not approached by the observer, lest the warmth 
of his body should cause it to vary, but sighted 
through a telescope across the room ! 

Except the dollar, none of the old rough and ready 
units are any longer considered good enough for 
modern business. The dollar is the only survival 
of those primitive crudities. Imagine the modern 
American business man tolerating a yard defined as 
the girth of the President of the United States! 
Suppose contracts in yards of cloth which had been 
made in Mr. Taft’s administration to be fulfilled in 
the Wilson administration, or contracted in the Wil- 
son administration and fulfilled in the Harding ad- 
ministration ! 

And yet the shrinkage and expansion in such a 
yardstick would be no greater than the shrinkage 
and expansion we have suffered in the far more im- 
portant yardstick of commerce, the dollar; and this 
yardstick is used, not only in the few contracts in 
which the yardstick of length is named, but in all 
contracts of business. We tolerate our crazy dollar 
only because the havoc it plays is laid to other agen- 
cies. If its victims knew the truth about the dollar, 
it would be put in a strait-jacket at the very next 
session of Congress; for the evils of it — evils of 
confusion, uncertainty, social injustice, discontent, 
and disorder— are as vast as would be the evils if 
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all the other units of commerce — the yardstick, the 
bushel basket, the hours of work, etc. — should be 
left to the tender mercies of chance. Yet we te- 
naciously keep to that false standard in the blissful 
assumption that it never varies, justifying this illu- 
sion by noting that the price of gold, in terms of it- 
self, always remains 118.60 an ounce, nine tenths 
fine! We seem to like to humbug ourselves. 

A true standard of value, or general purchasing 
power over commodities, should not be dependent on 
one commodity merely, whether that commodity be 
gold or silver or wheat or what not. Two commodi- 
ties would be better than one, just as two tipsy men 
walk more steadily arm in arm than separately. 
Whenever they tend to lurch in opposite directions, 
they neutralize each other. This is the argument 
which used to be urged for bimetalism, symmetalism, 
and other plans for uniting gold and silver. And 
the argument applies whenever gold and silver move 
in opposite directions, as from 1873 to 1896. If, 
for instance, a generation ago we had adopted a 
dollar of an amalgam ^ consisting of half of the 
former gold dollar and half of the former silver 
dollar, our price level would not have suffered the 
rapid fall it did prior to 1896 in common with the 
units of other gold-standard countries, nor would it 
have suffered the rapid rise which the units of silver- 

*A bill for this purpose was actually proposed in 1879 by Con- 
gressman Stephens. (Hepburn, “History of Currency in the 
United States,” p. 288.) 
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standard countries experienced. It would have kept 
intermediate between the diverging price move- 
ments of gold countries on the one hand and silver 
countries on the other. 

But such an amalgam of only two commodities, 
while in many cases it would be steadier than either 
and in all cases steadier than the less steady of the 
two, would not really be very steady. A composite 
of gold, silver, copper, platinum, and all the other 
metals would be somewhat more stable than an 
amalgam of two, just as a number of tipsy men can 
walk more steadily arm in arm than two only, it 
being wholly unlikely that all the men in the line will 
lurch in the same direction at the same instant. 
The lurching of some in one direction can always 
be depended on to offset materially the lurching of 
others in the other direction. We can usually trust 
to luck if there is enough of it! 

But why use metals? The index numbers of the 
United States Bureau of Labor Statistics show that 
the group of “metals and metal products,” taken 
as a whole, is the most erratic of all the nine groups 
of commodities — food, clothes, fuel, building ma- 
terials, house furnishing goods, drugs, etc. In order 
to secure a dollar constant in its purchasing power 
over goods in general, it should, in effect, be a com- 
posite of those very goods in general. For instance, 
we might imagine a composite commodity dollar 
consisting of 2 board feet of lumber (made up of 
various kinds); 1/20 of a bushel of wheat; 3/4 of 
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a pound of steers; 1/2 of a pound of meat; 30 pounds 
of coal; 1/100 of a barrel of white flour; 1 pound 
of sugar; 1/2 of a pound of hogs; 1/3 of a pound of 
cotton; 1/3 of a gallon of petroleum; 1 egg; 1 pint 
of milk; 1 ounce of butter; 1/30 of a bushel of corn; 
1/25 of a bushel of potatoes; 1/100 of a pair of 
shoes; 1 1/2 pounds of hay; 1 ounce of hides; 1 
ounce of tobacco at the farm; 1/2 of an ounce of 
manufactured tobacco; 11/2 ounces of lard; 1/2 of 
an ounce of leather; 1/7 of an ounce of wool,; 3/4 
of a pound of steel; 1 ounce of copper; 1/10 of an 
ounce of rubber; 1/300 of a gallon of alcohol; 2 
ounces of soap, etc. These happen to be the relative 
quantities of some of the three hundred commodities 
used by the United States Bureau of Labor Statistics 
in making up its index number of prices. The entire 
list, of which the articles specified are the more 
important, was actually worth one dollar in 1909. 

If at that time we had established such a dollar 
as our unit — that is, a composite dollar consisting of 
a big basket containing those three hundred bits of 
goods — that composite basketful of commodities — 
or “goods-dollar,” let us call it — would evidently 
have to be worth a dollar at all times ; and the cost 
of living — at least the cost of the representative as- 
sortment in that basket — could not rise or fall. That 
assortment would always cost a dollar simply be- 
cause a dollar is that assortment, just as the twen- 
tieth of an ounce of gold is now always worth a dol- 
lar, because a dollar is a twentieth of an ounce of 
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gold. In short, it would be just as simple then to 
keep the price of the composite package of 300 com- 
modities invariable (however widely its constitu- 
ents might vary among themselves) as it is now to 
keep the price of gold invariable. The price of that 
composite would always be a dollar, just as to-day 
the price of gold is always $18.60 an ounce, and just 
as, under an egg standard, the price of a dozen eggs 
would always be a dollar, and just as, with an alloy 
of gold and silver, the price of that amalgam would 
be constant, however much its constituents might 
vary relatively to one another. Even this composite 
of goods-dollar might not be ideal and constitute an 
“absolute” standard of value, but no one will deny 
that it would be a great practical improvement over 
our present standard — just as great an improvement 
as it was, for instance, to adopt for the unit of 
length the length of the king’s arm, instead of the 
girth of the chieftain of the tribe. 

Perhaps some scornful reader is now eager to point 
out how inconvenient, not to say grotesque, such a 
dollar would be if it were in circulation or were used 
for export or import. With its thirty pounds of 
coal, it is far too heavy to carry; with its coal and 
wood, it is far too bulky for the pocket; its solitary 
egg would spoil. Gold is to be preferred because it 
is imperishable, easily divisible, easily portable, and 
easily salable. And these are precisely the attributes 
which led us to select gold; and not, as some people 
mistakenly assume, any attribute of stability. 
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By all means let us keep the metal gold for the 
good attributes it has — portability, durability, di- 
visibility, salability — ^but let us correct its insta- 
bility, so that one dollar of it will at all times buy 
approximately that composite basketful of goods. 
Money to-day has two great functions. It is a 
medium of exchange and it is a standard of value. 
Gold was chosen because it was a good medium, not 
because it was a good standard. 

The argument that gold became money because 
it was thought to be a good standard of value is, so 
far as I can find out, an unfounded myth. Indeed, 
when it came into use as money, there were no index 
numbers and there was therefore no way of testing 
its stability or instability; and finally at that time 
there was not much need and not much thought of a 
standard of value, for the good and sufficient reason 
that there were few, if any, time contracts, such as 
promissory notes, mortgages, or bonds. Almost all 
bargains were struck and settled on the spot. When 
a man was about to make a cash purchase it was 
immaterial to him what the monetary unit was. 

But to-day if a man buys an article and promises 
to pay for it in three months the case is different. 
When the time for payment arrives it is very im- 
portant for him to know whether the “dollar” is 
the same as was contemplated when the agreement 
was made. With our network of long-time contracts, 
running months, years, generations, or even cen- 
turies, including hundreds of billions of dollars in 
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promises to pay money — promissory notes, mort- 
gages, debentures, railway bonds, government bonds, 
leases, etc. — the function of a standard of value, that 
is, a standard of deferred payments, has grown to 
be perhaps the more important of the two functions 
of money. 

In short, because our ancestors found a good 
medium of exchange, we now find ourselves saddled 
with a bad standard of value. The problem before 
us is to retain gold as a good medium and yet to 
make it into a good standard; not to abandon the 
gold standard but to rectify it; not to rid ourselves 
of the gold dollar but to adapt it to the composite 
or goods-dollar. Under the plan here to be pre- 
sented, gold is retained as the ultimate means of 
redemption. There is essentially the same mecha- 
nism by which gold freely enters or leaves the circu- 
lation. But under this plan the gold dollar will 
become a standard of value instead of a standard of 
weight. We now have a gold standard that is for- 
ever fluctuating. It is a gold standard with the 
“standard” left out! The proposal is really to put 
the standard into the gold standard — to standardize 
the dollar. 

The method of rectifying the gold standard con- 
sists in suitably varying the weight of the gold dol- 
lar. The gold dollar is now fixed in weight and 
therefore variable in purchasing power. What we 
need is a gold dollar fixed in purchasing power and 
therefore variable in weight. I do not think that 
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any sane man, whether or not he accepts the theory 
of money which I accept, will deny that the weight 
of gold in a dollar has a great deal to do with its 
purchasing power. Other things being equal, more 
gold will buy more goods. Therefore more gold 
than 25.8 grains will buy more goods than 25.8 
grains will buy. If to-day the dollar, instead of 
being 25.8 grains, or about one-twentieth of an 
ounce, of gold, were an ounce or a pound or a ton 
of gold, it would surely buy more than it does now, 
which is the same thing as saying that the price 
level would be lower than it is now. 

A Mexican gold dollar weighs about half as much 
as ours and has less purchasing power. Certain 
South American dollars are still hghter and have 
correspondingly less purchasing power. A friend 
reports that in Colombia he paid fifteen dollars for 
a shoe-shine. Now, if Mexico should adopt the 
same dollar that we have and that Canada has, no 
one could doubt that its purchasing power would 
rise — that is, the price level in Mexico would fall. 
If the heavier or the lighter the gold dollar the more 
or the less will be its purchasing power, it follows that 
if we add new grains of gold to the dollar just fast 
enough to compensate for the loss in the purchasing 
power of each grain, or, vice versa, take away gold 
to compensate for a gain, we shall have a fully “com- 
pensated dollar,” a stationary instead of a fluc- 
tuating dollar, when judged by its purchasing 
. power. 
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But how, it will be asked, is it possible, in prac- 
tice, to change the weight of the gold dollar? The 
feat is certainly not impossible, for it has often been 
accomplished. We ourselves have changed the 
weight of our gold dollar twice — once in 1834, when 
the gold in the doUar was reduced seven per cent, 
and again in 1837, when it was increased one tenth 
of one per cent. If we can change it once a century, 
we can change it once a month ! 

And if we use paper representatives of gold ex- 
clusively, instead of some paper and some gold 
coins, these monthly changes in the weight of the 
gold dollar can be made even more easily than 
could the occasional changes which history records. 
In actual fact, gold now circulates almost en- 
tirely through “yellowbacks,” or gold certificates. 
The gold itself, often not in the form of coins at aU 
but of “bar gold,” lies in the government vaults. A 
bar of gold nine tenths fine weighing 25,800 grains 
is just as properly to be called one thousand dollars 
of 25.8 grains each as if that bar were cut up into 
a hundred separate pieces and each were stamped 
into a ten-dollar gold piece. The thousand gold 
dollars already exist embedded or welded together 
in the gold bar, while the right of ownership in them 
circulates in the form of paper “yellowbacks.” Since, 
then, even to-day most of our gold dollars do their 
circulating in the form of paper, what inconvenience 
would it cause if the only circulation of gold were 
in the form of paper? Most of the people in Eng- 
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land who before the war carried gold in their pockets 
by preference have already been weaned from the 
habit ; and most of the few Americans, in California 
and Oregon, who still do so could soon be weaned 
from it in the same way. 

It would, therefore, be little more than express- 
ing in law an existing custom if gold coins were 
abolished altogether. For simplicity, we shall as- 
sume that this has been done. When, therefore, I 
speak of changing, from time to time, the weight of 
the gold dollar, the reader need not conjure up vi- 
sions of repeated recoinage or visions of gold eagles 
of various weights jangling together in confusion in 
the market place. Let him rather banish gold coins 
entirely from his mind and think of a dollar as 
simply a number of grains of gold bullion in the 
vaults of the United States Treasury, that number 
changing from time to time but always definite 
and specific at any time, and let him remember that 
in actual circulation this gold bullion is represented 
by yellowbacks. 

The abolition of gold coin would make no ma- 
terial change in the present situation. Gold would, 
just as at present, be brought by the gold miner to 
the mint, or the assay office, or other government 
depository, and he would, just as at present, receive 
paper tokens or yellowbacks in return. This sale of 
gold to the Government for yellowbacks — that is, 
this free deposit — ^is really the essence of the so- 
called “free coinage.” It is thus that gold gets into 
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circulation, through its representative, the yellow- 
back. 

Moreover, the gold in the Treasury would serve, 
just as at present, for the redemption of the gold cer- 
tificates. The jeweler or gold exporter would, just 
as at present, obtain gold for his purposes by ex- 
changing yellowbacks for gold at the Treasury. 
Every dollar of gold whose corresponding yellow- 
back was thus taken out of circulation would re- 
appear as bullion in the arts or be added to foreign 
circulation. The process would, therefore, be vir- 
tually a flow of gold dollars, of fixed value but vari- 
able weight, from the circulation into the arts or 
abroad. Such exchange is the ultimate “redemp- 
tion” of gold certificates. The usual object of re- 
demption is either the export or melting of gold. 
The Scandinavian banks keep some of their gold 
abroad all the time, being allowed to count such gold 
as reserve. When someone presents notes to them 
in order to get gold to send to London, he simply 
receives the ownership of some of the gold already in 
London. 

Thus free coinage, or rather free deposit, and free 
redemption, would go on substantially as at pres- 
ent, the one increasing and the other decreasing the 
volume of bullion certificates — that is, the virtual 
gold in circulation. The essential mechanism of our 
gold-standard system may be pictured as a lake of 
gold in circulation in the form of yellowbacks fed 
by “free coinage,” or deposit by miners, and drained 
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by free redemption, or withdrawal by jewelers and 
exporters. 

If gold thus circulated only in the form of paper 
representatives, it would evidently be possible to 
vary at will the weight of the gold dollar without 
any such annoyance or complication as would arise 
from the existence of coins. The Government would 
simply vary the quantity of gold bullion which it 
would exchange for a paper dollar — the quantity it 
would give or take at a given time. As readily as a 
grocer can vary the amount of sugar he will give for a 
dollar, the Government could vary the amount of 
gold it would give or take for a dollar. To-day the 
Government will give 25.8 grains of gold bullion to 
the jeweler or exporter for each dollar of certificates 
he pays in; next month it might give 26 grains or 
only 24 grains. These respective increases or de- 
creases would, of course, be made for the purpose of 
compensating the decreases or increases in the pur- 
chasing power of the dollar. 

But, it win now be asked, what criterion is to 
guide the Government in making these changes in 
the dollar’s weight? Am I proposing that some 
government official should be authorized to mark 
the dollar up or down according to his own caprice? 
Most certainly not. A definite and simple criterion 
for the required adjustments is at hand — the now 
familiar “index number” of prices. The Bureau of 
Labor Statistics, which now publishes an index num- 
ber, the Bureau of Standards, or other suitable gov- 
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ernment office, would be required to publish this 
number at certain stated intervals, say monthly' 
That is, each month the bureau would calculate 
from current market prices how much would have 
to be paid for our composite basket of goods. This 
figure it would pubhsh and proclaim; and this fig- 
ure would then afford the needed official sanction to 
the Secretary of the Treasury to change the rating 
of the gold dollar — that is, to change the amount 
of gold which the mint would give or take for a gold 
certificate, and thus increase or diminish the pur- 
chasing power of that certificate. The certificate 
would always be equal to the gold dollar; and the 
gold dollar would be kept equal to the goods-dollar, 
which is the ultimate standard. If, for instance, the 
index number representing the current price of our 
composite basket of goods is found to be one per cent 
above the ideal par — that is, above the one doUar 
price it had at first — this fact will indicate that the 
purchasing power of the dollar has gone down; and 
this fact will be the signal and authorization for an 
increase of one per cent in the weight of the gold 
dollar. For what is added to the weight of the gold 
dollar will be automatically registered in the pur- 
chasing power of its circulating certificate. 

If you ask how I know that this one per cent in- 
crease in the weight of the gold dollar is just suffi- 
cient to drive the index number (or price of our 
composite basket of goods) back to par (or one dol- 
lar), I answer that I don’t know, any more than I 
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know, when the steering wheel of an automobile is 
turned, that it will prove to have been turned just 
enough and not too much. Many things may inter- 
fere in a month. But if the correction is not enough, 
or if it is too much, the index number next month 
will tell the story. Absolutely perfect correction is 
impossible, but any imperfection will reappear at the 
next date for adjustment and so cannot escape ulti- 
mate correction. 

Suppose, for instance, that next month the index 
number is found to remain unchanged at 101. Then 
the dollar is at once loaded an additional one per 
cent. And if, next month, the index number is, let 
us say, 10014 (that is, one half of one per cent above 
par), the one half of one per cent will call for a third 
addition to the dollar’s weight — this time one half 
of one per cent. And so, as long as the index number 
persists in staying even a little above par, the dollar 
will continue to be loaded each month, until, if 
necessary, it weighs an ounce — or a ton, for that 
matter. But, of course, long before it can become 
so heavy, the additional weight will become suffi- 
cient; so that the index number will be pushed back 
to par — that is, the circulating certificate will have 
its purchasing power restored. 

Or suppose the index number falls below par, 
say one per cent below. This fact will indicate that 
the purchasing power of one dollar has gone up. 
Accordingly, the gold dollar will be reduced in 
weight one per cent, and each month that the index 


98 THE STABILIZATION OP BUSINESS 

number remains below par, the now too heavy dollar 
will be unloaded and the purchasing power of the 
certificate brought down to par. Thus by ballast 
thrown overboard or taken on, our index number is 
kept from wandering far from the proper level— 
that is, from the price of one dollar per composite 
basket of goods. In short, the adjustment, like all 
human adjustments, takes place “by trial and error.” 
There is always a slight deviation, but this is always 
in process of being corrected. The steering wheel 
keeps the monetary automobile, not exactly in the 
straight line marked out, but always near it on 
one side or the other, so that its deviation will 
always afford the criterion needed for steering it 
back. 

It does not matter in the least what the cause or 
causes of deviation may be. They may be connected 
with gold or bank credit or anything else. The devi- 
ation, no matter how caused, would bring a counter- 
balancing change in the gold dollar’s weight, and the 
change in that weight would go on every month as 
long as the deviation in the index number continued. 
The result is that the price level would oscillate 
only slightly. Instead of great price convulsions, 
such as we find throughout history, the index num- 
ber would run, say 101, 100%, 101, 100, 102, 101%, 
100, 98, 99, 99, 99%, 100, etc., seldom getting off the 
line more than one or two per cent. 

The process of correcting the dollar has just been 
likened to steering an automobile. It might better 


STABILIZING THE DOLLAR 99 

be compared to the automatic regulation of the 
“governor” on a steam engine, or to the method of 
securing a “compensated” pendulum. Every aber- 
ration brings its own correction. And so we con- 
form our gold dollar, approximately, to the com- 
posite or goods-dollar. 

It is assumed that the banking system is such as 
to maintain redemption and to keep the volume of 
credit deposits and notes more or less proportional 
to the gold base (for a bad banking system reck- 
lessly inflating or deflating credit could almost set 
at naught any stabilization of the gold base). Each 
dollar of bank notes and other fiduciary money 
would, as now, be redeemable in a dollar of yellow- 
backs, and therefore such paper money would be, 
exactly as now, at parity with yellowbacks. Each 
dollar of these yellowbacks, or gold-dollar certifi- 
cates, would, in turn, be redeemable at the govern- 
ment offices in a gold-bullion dollar and would, 
therefore, always be of equal value therewith; and 
finally, each dollar of gold bullion would, by period- 
ical adjustment of its weight through an index num- 
ber, be kept very nearly equivalent to the imagin- 
ary basket of goods described as the composite 
dollar. 

All dollars, bank notes, etc., yellowbacks, and 
gold bullion would be absolutely equivalent to one 
another and would be approximately equivalent to 
the composite, or goods-dollar. We would then be 
substantially rid of a fluctuating price level, with 
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its long trains of bad consequences. The monetary 
yardstick would at last be standardized. 

To complete the statement of the plan, one pro- 
viso needs still to be mentioned. To avoid specu- 
lation in gold at the expense of the Government, a 
small fee, corresponding to what used to be called 
“brassage,” should be charged to depositors of gold, 
and no single change in the dollar’s weight should 
exceed that fee. 

This is a technical detail and, with other technical 
points, such as the status of the reserve behind the 
gold-dollar certificates, the initial par of the index 
number, the selection and revision of the items mak- 
ing up the composite dollar, the possible retention 
of gold coins and coinage, etc., need not here be 
entered upon. What has been said is meant — and 
is enough — to show that we have the power, if we 
will but use it, to stabilize the purchasing power 
of the dollar and, therefore, to stabihze also the 
general level of prices. 

The plan, then, as above set forth, is, in brief : 

1. To abolish gold coins and to convert our pres- 
ent gold certificates into “gold-dollar certificates,” 
entithng the holder to dollars of gold bullion of such 
weight as may be officially declared from time to 
time. 

2. To retain the virtual “free coinage” — that is, 
deposit — of gold and the free redemption of gold- 
dollar certificates. 

3. To designate an ideal composite goods-dollar 
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consisting of a representative assortment of com- 
modities, worth a dollar at the outset, and to estab- 
lish an index number for recording, at stated inter- 
vals, the market price of this composite dollar in 
terms of the gold dollar. 

4 . To adjust the weight of the gold-bullion dol- 
lar at stated intervals, each adjustment to be pro- 
portioned to the recorded deviation of the index 
number from par. 

5. To impose a small “brassage” fee not to exceed 
any one change in the gold dollar’s weight. 

The plan should, of course, start off near the price 
level actually existing immediately before its adop- 
tion. There would, then, be no shock in adopting 
the goods-dollar as our unit by varying the weight 
of gold bullion to represent that goods-dollar. In 
fact, there would be less shock than when we adopted 
standard time and changed our watches accordingly. 
Just as the time engagements of the whole world have 
been modified and simplified by the shift of watches 
from local to standard time, or more recently, by the 
shift to “dayhght saving,” so the money engage- 
ments of commerce would all be put on a true stand- 
ard without jar or confusion. 

Substantially the same kinds of money would 
be passed from hand to hand as before the system 
was adopted, and the ordinary man would be quite 
unaware of any change, as unconscious, in fact, of 
the operation of the new system as he is now uncon- 
scious of the operation of the present system, or as 
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were the inhabitants of India when the “gold ex- 
change” standard went into force a quarter of a 
century ago. 

The crux of the plan lies in the steering rule by 
which the index number regulates the dollar’s 
weight. Its significance is that to keep the gold dol- 
lar from shrinking in value we make it grow in 
weight, thus recognizing that a depreciated doUar 
is a short-weight dollar; and, reversely, to keep the 
dollar from growing in value we make it shrink in 
weight, thus recognizing that an appreciated dollar 
is an overweight dollar. Or again, since a heavier or 
lighter dollar simply means a lowered or raised price 
of gold, we may say that to keep the level of prices 
of other things from rising or falling we make the 
price of gold itself faU and rise. 

I have briefly described what has come to be 
known as my plan for stabilizing the dollar. It 
should be said, however, that before I proposed 
this plan others (e. g., Simon Newcomb, the astron- 
omer, Aneurin Williams, M. P., and D. J. Tinnes of 
North Dakota) had proposed substantially the same. 
Moreover, this plan is not the only possible one nor 
the only one which has been proposed. The chief 
reason I have advocated it rather than some other 
is that it seems to require the least break with tra- 
dition. But the important thing is not the adoption 
of this or any other particular plan, but the adoption 
of some plan which will effectually minimize the 
inflation and deflation which now curse this world. 
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Another plan, which might almost be called the 
antithesis of mine, is, instead of regulating the gold 
base and trusting to a good banking system to keep 
the credit superstructure in proper adjustment to 
that base, to regulate the credit superstructure ex- 
clusively, letting the gold base take care of itself. 
As shown in my book “Stabilizing the Dollar,” this 
plan is good as far as it goes, but it has distinct 
limitations beyond which it would fail to function. 
The same may be said of an intermediate plan sug- 
gested by Professor Cassel of Sweden and in sub- 
stance recommended by the Genoa Conference. This 
proposal is simply to adjust and readjust the dis- 
tribution of gold among the great world banks, im- 
pounding it to avoid the founding of credit on it 
when it is superabundant and allotting it for wider 
distribution when it is scarce. 

The Allied economic experts at the Genoa Con- 
ference recommended: 

“The essential requisite for the economic recon- 
struction of Europe is the achievement by each 
country of stability in value of its currency.” 

They then proceeded to outhne the specific steps 
which should immediately be taken, adding: 

“These steps might by themselves suflSce to estab- 
lish the gold standard, but its successful mainte- 
nance would be materially promoted not only by the 
proposed association of central banks but by an 
international convention to be adopted at a suitable 
time. The purpose of the convention would be to 
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centralize and to coordinate the demand for gold and 
so to avoid wide fluctuations in the purchasing 
power of gold which might otherwise result from 
the simultaneoiLs and conflicting efforts of a number 
of countries to secure metallic reserves. It is sug- 
gested that the convention should embody some 
means of economizing the use of gold by maintaining 
reserves in the form of foreign balances, such, for 
example, as a gold exchange standard or an inter- 
national clearing system. . . 

The Finance Commission named the Bank of 
England as the proper authority to call an interna- 
tional monetary convention and emphasized the im- 
portance of securing the cooperation of the United 
States in the world effort to stabilize currency. 

In the United States a “Stable Money League” 
has been formed to study aU plans for stabilization 
and to oppose all attempts toward destabihzation, 
either inflation or deflation, of our currency, accord- 
ing to its statement: 

“Pledged to no plan or measure save the open- 
minded examination of aU weU-considered proposals, 
we urge upon Congress and our fellow citizens the 
high necessity of such action. We cordially invite 
aU who are interested, producers and consumers, 
economists and bankers, to join with us in the study 
of the question involved, with a view to concerted 
action upon some feasible and generally acceptable 
plan.” 

The study and choice of plans is in the hands of 
a Research Council consisting of leading economists 
and experts in this field. 
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Several bills have been introduced into Congress 
to study or effect stabilization, by Representatives 
Husted, DaUinger, and Goldsborough. 

The world is now looking to us, as never before, 
for leadership. It is our golden opportunity to set 
world standards. If the United States will adopt 
a really stable standard of value, it seems certain 
that other nations, as fast as they can straighten 
out their affairs, resume specie payments, and se- 
cure, again, stable pars of exchange, will follow our 
example. After gold and silver fell apart in 1873, the 
nations, one after another, adopted the common 
standard of gold, following England’s lead ; and now, 
after the falling asunder of all the pars of interna- 
tional exchange from the World War, the new order 
will probably be set by whatever nation first seizes 
the opportunity and takes the lead. 

There is a further reason why the present is a 
golden opportunity. This is that we do not now 
have to consider the objection which existed before 
the war to one nation alone standardizing the dol- 
lar, namely, that it would embarrass our foreign 
trade by breaking existing pars of exchange. The 
pars have been broken already — even with England. 
And most of these pars will probably remain broken 
for several decades to come, just as ours did, because 
of the Civil War, for the period of 1861-78, or as 
the English did, because of the Napoleonic wars, for 
the period of 1801-21. It will be a surprise if before 
the middle of the twentieth century stable pars are 
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again reached, except by England, Japan, and the 
smaller countries which were neutral during the war. 
Certainly we cannot expect, in foreseeable time, any 
restoration of the old pars by France, Italy, Ger- 
many, Austria, or Russia. Standardizing our own 
dollar will, therefore, not break many pars of ex- 
change but, on the contrary, will help foreign na- 
tions to make them again. And broken pars of 
exchange are of relatively slight consequence in 
any case. 

There are few who adhere so literally to the theory 
of technical obligation of contract as to urge that 
the pre-war franc, lire, mark, or rouble should now 
be restored. England long ago gave up the practice, 
although sanctioned technically, of imprisonment for 
debt, because it was found to be not practical nor 
really fair play. Even less practical and less fair 
would be a demand for a return to the old pars of the 
money of continental Europe. Only bankruptcy and 
ruin could follow such an insane requirement. It 
would mean deflating the French price level to forty 
per cent of what it now is, the Italian to twenty- 
five per cent, the German to one per cent, the Aus- 
trian to less than one per cent, and the Russian to 
less than one per cent of one per cent. This would 
mean multiplying the burden of the debts in France 
two-and-a-half-fold, in Italy fourfold, in Germany 
a hundredfold, in Austria over one hundredfold, 
and in Russia over a millionfold. This would bank- 
rupt the people and the governments alike. And 
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even this drastic deflation would only bring us back 
to gold and not to the pre-war purchasing power of 
gold. 

We must put aside technicalities and face the 
facts. The only solution, at once Just and prac- 
ticable, is, as recognized in the Genoa Conference, 
that the currencies of continental Europe shall be 
stabilized at greatly reduced valuations as compared 
with their pre-war values. The sooner this is recog- 
nized, the sooner will the trade, finance, and in- 
dustry of the world function more normally. The 
exact point at which the reduction should be set is, 
of course, different in different countries and cannot 
be stated in figures until after a careful concrete, 
individual study of each nation’s situation. 

To recapitulate, the most promising program for 
European reconstruction seems to be as follows: 

First, let the nations disarm, balance their bud- 
gets, and stop inflating. 

Second, let each country decide in its own way 
what the gold content of its monetary unit shall 
be, whether it be the pre-war figure or not. 

Third, after this unit has been chosen let it be put 
into effect, not at first through the costly process 
of introducing great gold reserves and gold redemp- 
tion, but by the device of the gold exchange stand- 
ard as it was introduced by England for India a 
quarter of a century ago. This device makes the cur- 
rency virtually redeemable, not in gold at home but 
in exchange on gold abroad. By it every paper 
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money country could virtually become a gold coun- 
try, simply by maintaining its rate of exchange on 
a gold country substantially fixed. France and Italy 
would buy and sell bills of exchange on, say, New 
York at fixed rates. 

Fourth, let the great State Banks, under interna- 
tional agreement, recognize their obligations to regu- 
late promptly the rate of interest, whether up or 
down, in such a way as at least never greatly to up- 
set the level of prices and so upset business. 

By these four measures virtually the whole world 
would soon be on a common gold standard and we 
would have some guaranty against excessive credit 
cycles disturbing the purchasing power of money. 

Fifth and finally, let the metallic base itself be 
stabilized, whether by my method or some other. 
Without this last step, complete stabilization would 
still be lacking. 

No one reahzes more keenly than I the obstacles 
to this or any other sane program aiming at stabili- 
zation. While these problems are frequently dis- 
cussed by academic experts and occasionally by 
statesmen, the mass of the public, including the 
bankers and even the merchants, are not greatly 
interested — chiefly because they do not yet under- 
stand the dire need of stability and partly because 
they do not think stabilization has any chance of 
realization in the immediate future. In the mean- 
time, price convulsions go on and out of them come 
class antagonisms and proposals which aim at re- 
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inflation or further deflation. Ford, Edison, and 
Senator Ladd are among the most distinguished 
proponents of inflationary schemes to remedy the 
present situation. 

Yet each swing of the pendulum of prices brings 
the need of stabilization home to an increasing num- 
ber of earnest and public-spirited citizens and gen- 
erates new sentiment for stabilization. The growing 
use of index numbers by measuring inflation and de- 
flation tends to increase the perception of their 
reality. Another reminder consists in the modern 
trade barometers of Babson, Brookmire, the Ameri- 
can Institute of Finance, the Alexander Hamilton 
Institute, the Standard Statistics Company, and the 
Harvard Committee of Economic Research. 

Another new and wholesome tendency of pubhc 
opinion is to stop blindly blaming “the proflteers” 
for rising prices, and “the money lenders of Wall 
Street” for falling prices and, instead, to blame the 
Government for “printing too much money” and 
so raising prices, or for “restricting credit,” and so 
reducing prices. Both kinds of wrath have recently 
been directed at the Governments of England, 
France, and even the United States, while the former 
kind is still directed against the German, Austrian, 
and other governments which are still inflating their 
currencies. In the United States the farmers and 
the former Comptroller of the Currency have ac- 
cused the luckless Federal Reserve Board for the 
responsibility for deflation, calling forth voluble ex- 
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planations. This placing of the responsibility more 
nearly where it belongs is a significant indication of 
the growing appreciation by the public of the influ- 
ences affecting the level of prices. When the public 
can, as a matter of course, require of the Govern- 
ment a stable price level and the Government can 
“deliver the goods,” some way of accomplishing 
that end will be found. 

Furthermore, that money needs to be stabilized, 
is tacitly but eloquently proclaimed by the world- 
wide efforts to correct it by adjusting contracts, es- 
pecially wage contracts, by means of an index num- 
ber. In Great Britain alone over three million work- 
ing people have their pay thus corrected for changes 
in the value of money. 

Our national Constitution forbids the states to 
impair the obhgation of contracts, and the national 
Government itself is supposed to conform to the 
principle of this prohibition (with certain excep- 
tions, such as bankruptcy laws) . But with our vari- 
able yardstick of commerce the conformity is, at 
best, to the letter, not the spirit,' because the letter 
of the contract and the law fix the obligation in gold 
by weight, but the contracting parties are not con- 
cerned with what a gold dollar weighs; usually in 
fact they do not even know that a dollar is only a 
weight unit. The meeting of their minds is on the 
basis of what a dollar is worth in commerce, and 
they make little allowance for any change in that 
worth. 
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Thus, under the very protection of the constitu- 
tional provision mentioned, one of the parties to the 
contract always robs the other to some extent. This 
social pocket-picking, unconscious but real, would, 
if our monetary yardstick were regulated, cease ; and 
with it would cease also discontent, jealousy, and 
suspicion in so far as these grow out of that species 
of social injustice. Crises and depressions of trade 
would be reduced in their intensity, if not rendered 
impossible. The fundamental reason for much un- 
sound speculation would be taken away. 

From all standpoints, then, we in the United 
States now have the greatest opportunity of history 
to set and regulate the monetary standards of the 
world. If we do not do this, if we do not provide a 
really scientific remedy, if we take the ground that 
we must simply drift with the tides of gold and 
credit, that we are helpless to do anything to rectify 
or prevent in the future the great social injustices 
which history warns us will surely come, as between 
creditor and debtor, wage earner and employer, sal- 
aried man and profit-taker, we shall be simply fer- 
tilizing the soil of public opinion for a dangerous 
radicalism. Then surely some demagogue will 
flourish and offer an ill-considered remedy which 
will sweep everything before it. We shall then not 
see a scientific study of a technical problem, with a 
willingness of all parties to have an equitable settle- 
ment, but outraged justice will call forth revenge- 
ful effort and we shall witness a great selfish class 
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struggle. Discontent, unrest, suspicion, class hatred, 
violence, charlatanism will follow, and even if a 
fairly satisfactory settlement ever grows out of such 
unpromising soil, there will remain a bitterness em- 
bedded in it which will not disappear for generations. 

The more the evidence in the case is studied, the 
deeper will grow the public conviction that our 
shifting dollar is responsible for colossal social 
wrongs and is all the more at fault because these 
wrongs are usually attributed to other causes. 

When, at last, those who can apply the remedy 
realize that our doUar robs first one set of peo- 
ple and then another, to the tune of billions 
of dollars a year, confounding business calculations 
and convulsing trade, stirring up discontent, fanning 
the flames of class hatred, perverting politics, and, 
all the time, keeping out of sight and unsuspected, 
action will follow and we shall secure a boon for all 
future generations, a true standard for contracts, 
a stabilized dollar. 


CHAPTER III 

TEANSPORTATIOF AND THE BUSINESS CYCLE " 
Frank Haigh Dixon 

In a highly developed industrial country like the 
United States, transportation is all-pervasive. In 
fact, it has been one of the more important influ- 
ences in making the country what it is. For in- 
dustry in any large sense is dependent for its very 
existence upon adequacy of transportation facihties. 
Without means of transfer and exchange, geograph- 
ical division of labor would be impossible. The 
wheels of modern industry would cease to turn. In- 
vestment, employment, production, markets, sales, 
consumption, all would be reduced to very modest 
proportions. It is one of the necessary hnks in the 
chain of processes between the original producer 

^Limitations of space have prevented the presentation of sta- 
tistical data that would show in detail the relation of the railroad 
industry to general business at various stages of the business 
cycle — statistics of unemployment, of revenues and expenses, of 
purchases, of loans and the sales of securities. For material of 
this character the reader is referred to a report now appearing 
under the auspices of the National Bureau of Economic Research 
entitled, ‘‘Unemployment and Business Cycles.” Chapter X is a 
study of the railroad situation by Dr. Julius H. Parmelee, and is 
called “The Long Range Planning of Railway Purchases and 
Construction.” 
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of the raw material and the remote consumer of the 
finished product, and it is a link that reappears at 
many points in the chain. While the service of 
transportation is embodied in various agencies, the 
chief of them, to which we shall in this discussion 
confine our attention, is the railroad. In compari- 
son with it, the other agencies — electric railways, 
water and highway carriers — are of relatively small 
significance when the traffic of the country as a 
whole is considered. 

Even a cursory examination of a railroad classi- 
fication reveals the extraordinary diversity and ex- 
tent of the transportation function. No article of 
commerce is too insignificant or too cheap to be de- 
prived of the privilege of transfer by rail. For the 
year 1919, the latest for which statistics are avail- 
able, the distribution of traffic among the different 
groups of commodities was as follows; 


Revenue Freight Tonnage by Classes op Commodities 
Class I Carriers 


Year ended December 31, 1919 


Per cent of total tonnage 
originating on the road 


Products of agriculture 

Animals, and products of 

Products of mines 

Products of forests 

Manufactures ;:***. 

Miscellaneous commodities in carloads 

Less than carload commodities not distributed above. . 


10.49 

3.24 

53.82 

8.58 

15.40 

3.79 

4.68 


100.00 
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These statistics convey no information concerning 
the profitableness of the various kinds of trafi&c, be- 
cause they indicate nothing as to rates charged or 
distances hauled. But they do roughly show in 
terms of weight the relative service performed for 
the different industries by the railroad carrier. They 
likewise serve to enforce an obvious conclusion, that 
while industry is dependent upon transportation for 
its existence, the business of transportation could 
not prosper except for the industries that it serves. 
The relation of the two is one of mutual depend- 
ence. 

But the figures suggest another conclusion that 
is not so obvious, a conclusion that would stand out 
more clearly were the data for the individual rail- 
roads analyzed. The long-time prosperity of the 
railroad depends not alone upon the fact that traffic 
of some sort is available to it, but that the traffic is 
not all of the same sort. Just to the degree that the 
carrier is dependent upon a single industry for its 
earnings, is its business rendered speculative and its 
prosperity endangered. The wider the range of 
service of any railroad, the less likely is it to be 
dragged down in times of restricted activity. Every 
farsighted railroad manager seeks to diversify his 
traffic and eliminate the alternating periods of stag- 
nation and congestion. The railroad that leads the 
most venturesome life is the one whose earnings are 
derived from the business of a single industry, and 
particularly an industry with a limited life like that 
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i of a timber tract or a mine. Sooner or later its reason 

for existence vanishes. 

The fact that industry is distributed geograph- 
' ically and that alternations of prosperity and de- 

pression occur in different industries at different 
times, requires that in any study of railroad pros- 
perity the location of the particular road or group 
of roads shall be taken into account. This is not 
I merely the case when some specific industry has met 

with disaster due to local causes, but also when the 
1 depression is nation-wide or world-wide. For even 

then the effects do not appear contemporaneously in 
all industries. Neither, be it noted, are the effects 
upon the railroad of a depression in an industry nec- 
essarily immediate or at once directly proportional 
to the decline in production. Shipment may con- 
tinue on a normal basis while manufacturing volume 
i is being reduced or it may decline less rapidly.^ But 

I in the long run it must meet the fate of the industry 

1 or industries that provide the traffic. And the con- 

! verse is also true. A depreciated, inefficient or bank- 

I rupt railroad system seriously affects the prosperity 

i of a community. A prosperous railroad system can 

i contribute much to its success. How much railroads 

should be expected to do in restoring and sustaining 
I and developing the prosperity of the sections that 

I they serve, will be discussed later. 

; The close dependence of industry upon transporta- 

tion frequently leads industries indiscriminately to 
^Harvard Review of Economic Statistics, April, 1922, p. 55. 

‘I 
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charge ills that befall them to the carriers and to 
demand from their railroads unreasonable sacrifices. 
This phenomenon is an important cause of political 
action. Industrial groups press their transporta- 
tion claims upon the Washington Administration, 
and upon the Interstate Commerce Commission 
quite in the orthodox manner with which we have 
so long been familiar in the framing of tariff bills. 

But not only is the railroad of vital importance as 
a transporting agency. Its infiuence as a buyer on 
the market is large and in some lines well-nigh 
dominating. Its appearance and disappearance in 
the market are events of profound significance to the 
business world. Only the roughest sort of approxi- 
mations have been made of the aggregate purchases 
of the roads in their relation to total output. But 
such estimates as we have wiU give an impression 
of the significant part played by the railroad as a 
purchaser. Omitting all indirect purchases which 
are made in the form of manufactured or finished 
commodities, the carriers, it is estimated, purchase 
normally between fifty and sixty per cent of the steel 
rail output and from twenty-five to thirty per cent 
of the total iron and steel output, including rail. 
They buy about thirty per cent of the coal output 
and from ten to fifteen per cent of the lumber cut. 
Leaving out of account new construction, the car- 
riers have very definite annual requirements that 
must be met, either by current purchases, or by 
larger purchases at intervals to cover deferred main- 
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tenance. What the present annual requirements of 
the roads actually are can be judged by a few figures 
showing the expenditures of the railroads in 1920 — 
a year in which the roads were attempting to re- 
store their properties to the normal standard, but 
in which for various reasons, the expenditures were 
not excessive. Carriers constituting about ninety- 
three per cent of the mileage of Class I roads ^ in 
1920 laid 2,262,000 tons of new and second-hand 
raU and 289,000,000 ties, and applied 19,000,000 
yards of ballast. They consumed in road service 

114.000. 000 tons of coal and 1,627,000,000 gallons 
of fuel oil. During the years 1912 to 1916, which 
were fairly normal years for capital expenditure, 
the railroads of the country installed annually an 
average of 2,615 new locomotives, 2,687 passenger 
cars, 117,144 freight cars and 11,862 cars for com- 
pany service. With the exception of agriculture, the 
railroads employ more men than any other industry 
in the country. Their payroll in 1920 included over 

2.000. 000 names. 

Having emphasized the aU-pervasive character of 
the transportation industry and the mutual depend- 
ence of railroad and general business upon one an- 
other, it will be helpful to analyze somewhat in de- 
tail the nature of the most important of the trans- 
portation agencies, the railroad, and compare its 
financial policy with that of other large industrial 
undertakings. The railroad business is frequently 

‘Those having annual operating revenues of over $1,000,000. 
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referred to as one of increasing returns, or of dimin- 
ishing cost. This principle, not peculiar to the rail- 
road industry, but present there in more striking 
form than in most undertakings of its size, has 
reference to the fact that once the plant necessary 
for the creation of the product has been constructed, 
business can be taken on up to the full utilization 
of capacity at a steadily declining cost per unit of 
output. This is due to the fact that the plant must 
be provided in advance for a prospective business, 
that the burden of overhead is felt from the moment 
the investment is made, and does not vary with the 
business done so long as the investment remains un- 
disturbed. Accordingly, every additional increment 
of business that pays anything above the out-of- 
pocket costs incurred in handling it, contributes 
something to this fixed expense that must be liqui- 
dated in any event. Hence the more business, while 
plant capacity is available, the less the cost per unit 
of business done. 

This same principle extends into the various func- 
tions connected with operation. A staff must be con- 
tinuously employed for administration and super- 
visory duties, whether the business be large or small. 
Track must be kept in repair at least up to the 
standard of safety, whether trains are running in 
large numbers or not. A minimum number of cars 
must be out of shop and in running condition at all 
times. Station and train forces must be maintained 
at a definite minimum to meet the public require- 
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ments for continuous, although possibly infrequent, 
service. In other words, while there are opportu- 
nities for variation in expenditures with variation in 
amount of business offered, this variation is defi- 
nitely restricted, and a certain minimum expendi- 
ture must go on irrespective of traffic handled. This 
amounts in a way to a fixed charge, which is dis- 
tributed over more and more business as traffic ex- 
pands. 

But these conditions operate with equal disad- 
vantage when traffic is declining. A huge plant in 
which a constant expense for maintenance and oper- 
ation is the prevailing characteristic, must neces- 
sarily suffer a dechne in net revenue that outruns 
the decline in gross. Adjustment of operating ex- 
penses in times of depression is practicable to a 
certain extent. Direct saving in transportation costs 
can be made through reduction in service. Mainte- 
nance expenditures can to a degree be postponed. 
But all this takes time. Note, for example, that the 
high point of operating revenues for the year 1920 
was reached in October with a total of $642,000,000. 
In that month the operating ratio was eighty-two 
per cent. In February, 1921, the operating revenues 
had fallen to $406,000,000 and the operating ratio 
had jumped to ninety-five per cent. It was not until 
June that the ratio was down again to eighty-two per 
cent. But this ratio was eventually reached without 
a recovery of the earnings of the previous October, 
the June operating revenue being only $55,000,000 
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above that of February. The situation had been 
taken in hand and drastic retrenchment in expenses 
inaugurated. 

This necessity for the maintenance of a minimum 
standard of operating service and of condition of 
roadway and equipment, is due to the public nature 
of the industry and to its essential character. It is 
so vital to the public welfare that it cannot be per- 
mitted to cease, neither can it be allowed to deterio- 
rate to a point where service is inefficient and unsafe. 
Hence the financial policy of a railroad corporation 
is not dictated purely by self-interest, and cannot be 
shaped at a time of crisis to meet the immediate 
personal desires of the stock and bond holders. It 
is hampered by the restraints springing from its 
public relationship. A purely private business is free 
to adopt as rigid a policy of contraction as its per- 
sonal interests dictate. Depriving the public of the 
use of its product even in so necessary a commodity 
as coal for example, appears to be a question of 
policy to be determined by the corporation without 
consideration of the needs or desires of consumers. 
Just to the extent that we are coming to place a 
commodity in the class of the absolutely essential 
does the industry producing such commodity partake 
of a public nature and lose to some degree its free- 
dom of action. Coal is approaching this status. 
Railroad transportation has always occupied it, and 
in discussing the possible contribution of the rail- 
road industry to the solution or mitigation of the 
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problem of the business cycle, this fact should be 
kept clearly in mind. The railroad must provide, 
whether or no, a minimum of service. If other in- 
dustries shut down, it loses its trafl&c and its revenue. 
But it must stiU carry the burden of its fixed charges 
and the operating expenses of a minimum service. 
Its only alternative is to abandon its charter. 

This overpowering burden of fixed plant in the 
railroad business would be evident, could a satisfac- 
tory comparison be made between the railroads and 
industrial corporations that would bring out the re- 
lation of gross earnings to investment. Such a com- 
parison would show the comparative flexibility of 
capital in the two types of business. But unfortu- 
nately no such statistical comparison can be pre- 
sented, because of the paucity and vagueness of infor- 
mation concerning most of the industrials, the diver- 
sity in the use of accounting terms, and the conse- 
quent non-comparability of the data. However, 
certain general conclusions are evident from the 
study of such balance sheets and income accounts as 
are available. Most larger industrials in normal 
times show a total of gross sales in excess of the 
book value of fixed plant, and in some cases many 
times in excess. The Baldwin Locomotive Works, 
for example, had in 1918 a plant account of $30,000,- 
000 and gross sales of $123,000,000. The correspond- 
ing figures for 1920 were $28,000,000 and $74,000,000. 
The General Electric Company had a plant account 
in 1918 of $44,000,000 and gross revenues of 
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$217,000,000. In 1920 the figures were $67,000,000 
and $276,000,000. 

In contrast with these figures, the railroads of the 
country showed for 1917 a total investment in road 
and equipment of nearly $20,000,000,000 and an an- 
nual operating revenue of a little over $4,000,000,000 
or about twenty per cent. The figures of later years 
are disturbed by the war situation, but the conclusion 
from them could not be different. The Pennsyl- 
vania Railroad shows for 1920 an investment of 
$772,000,000 and total operating revenues of $230,- 
000,000. The conclusion from these rough compari- 
sons is fairly clear, that while the average large in- 
dustrial turns over its capital once and perhaps 
several times in the year, the railroad consumes 
several years in the process, varying from three to 
five or more. Of course, the explanation lies in the 
nature of the two kinds of undertaking. In the first 
place, as already noted, the capital outlay for a rail- 
road, the object of which is to cover distance, is 
enormous. In the second place, the railroad is a 
service industry. It has no capital tied up in raw 
materials. Its receipts cover the sale of service 
only, while the receipts of the industrial cover not 
alone the service involved in manufacture, but the 
cost of the raw material and any other costs involved 
in earlier processes. This fact is of controlling force 
in considering the flexibility of a railroad’s financial 
policy and its ability to trim its sails to weather 
an approaching storm. Squeezed between the pres- 
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sure of public obligation to continue operation and 
the predominating influence of a huge fixed plant, 
its discretionary power is seriously limited. When 
the storm approaches, it must draw its mantle a little 
closer about its shivering form and pray that the 
blow wiU be mild and of short duration. 

But not only is the railroad burdened with an 
extraordinarily large fixed plant, the securities issued 
to the public, the proceeds of which are largely in- 
vested in this plant, are to a far too great degree 
in the form of contractual as distinguished from con- 
tingent obligations. This is strikingly illustrated by 
a recent compilation ^ in which the net worth of 
railroads and industrial corporations is compared. 
The following table is derived from this compilation. 


Relation of Capital Securities to Net Worth 
RAILROADS AND INDUSTRIALS: 1911, 1916, 1920 


"Net Funded Per Capital Per 

Worth Debt cent Stock Cent 

in in of Net in of Net 

millions millions Worth millions Worth 


Surplus 

in 

millions 


Per 
cent 
o f Net 
Worth 


1911 Railroads $17,492 
Industrials 7,617 
1916 Railroads 18,641 
Industrials 13,401 
1920 Railroads 20,603 
Industrials 20,190 


$9,280 53.05 $6,833 

1.486 19.50 5,142 

9.487 50.89 7,060 

1,802 13.44 8,310 

9,700 47.08 7,261 

2,360 11.69 11,340 


39.07 $1,379 7.88 

67.50 990 13.00 

37.87 2,095 11.24 

62.02 3,288 24.54 

35.24 3,642 17.68 

56.17 6,490 32.14 


Net worth, it should be explained, means total 
assets less total liabilities excluding securities 
(funded debt and capital stock). In the case of 
the railroads this means practically the investment 

^Muller’s Analysis of Financial Statistics, Washington, 1921. 
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in road and equipment, together with other invest- 
ments and net current assets. From the standpoint 
of future railroad financing, there is grave signifi- 
cance in the fact that of the total net worth of the 
industrial group in 1920, less than 12 per cent was 
represented by funded debt and over 56 per cent 
by stock, whereas in the railroad group a net worth 
of almost exactly the same amount was represented 
by liabilities of which 47 per cent were bonds and 
only 35 per cent stock. Moreover, this situation has 
not improved during the ten years here covered. If 
we put on one side the surplus, which has increased 
in the railroad accounts from 7.88 per cent to 17.68 
per cent of the net worth, and if we consider only 
total securities outstanding, we find that the rela- 
tion of bonds to stock has remained practically sta- 
tionary, the bonds representing about 57 per cent of 
total capital securities and the stock 43 per cent. 

This situation means, of course, that a dispropor- 
tionate part of the net return from railroad service 
is ear-marked for interest on bonds. It means a 
corresponding reduction of the surplus available 
for dividends on stock, for reinvestment in the plant 
in the form of additions and betterments, for reserves 
of one kind and another — that type of financing 
that indicates wise foresight and inspires confidence 
in the investment community. As these compulsory 
payments increase in amount and proportion, the 
credit of the road is likely to decline and further 
financing is thereby rendered more dfficult. The 
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more bonds and notes are resorted to for financing 
purposes as distinct from stocks, the more the cor- 
poration is likely to be compelled to use this method 
in the future. As credit declines, lenders demand 
increased security. Just why the railroads find 
themselves in this unfortunate situation cannot be 
fully explained without going into a detailed finan- 
cial history, covering at least two decades and prob- 
ably three. Hence the various infiuences can only 
be suggested here. 

In the first place, the relative permanence of the 
industry has modified the significance of the debt 
conception. Removal of debt through short-time 
financing or sinking funds is of vital importance in 
a terminable undertaking, or one of rapidly exhaust- 
ing assets. But in the transportation field where 
the life of the corporation is indefinite, where its 
earnings are reasonably regular and stable, it has 
become to a large degree a matter purely of busi- 
ness policy whether capital should be raised in the 
form of bonds or of stock. And bonds have the 
advantage of appeahng to a type of investor who is 
willing to accept a relatively low rate of income on 
his investment in return for an assurance of safety. 
This gives the corporation the opportunity to “trade 
on the equity,” to secure the capital at a low rate 
and turn it over at a higher one. 

In the second place, bonded debt has been in- 
creased proportionately as a result of the consolida- 
tion movement which began to take definite form in 
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the nineties of the last century. In that period the 
collateral trust bond formed a most useful instru- 
ment. It apparently made it possible for a road 
with credit to buy another without the use of any 
cash, and oftentimes to its very great profit. 

But the reason for the relative increase in bonded 
debt upon which the carriers themselves would lay 
the greatest stress is the decline in recent years in 
the credit standing of the roads with the investment 
public, thus compelling them to resort to the only 
form of financing that could be successfully ac- 
complished. This decline in credit standing, the 
carriers attribute to the falling off in earnings as 
a result of the niggardliness of the Interstate Com- 
merce Commission. This is a bitterly contested ques- 
tion which it is unnecessary to settle here. The 
Commission, interpreting its rate-making function 
strictly, was perhaps not as generous as it ought to 
have been, but this is a conclusion after the fact. 
Whether its action was at the time a wise one is an- 
other matter. The Commission itself, in its Five 
Per Cent Case of 1914, which involved thirty-five 
carriers in Official Classification territory, held after 
reviewing their financial condition for the years 
1900 to 1913, that the rate of return as a whole 
was “smaller than is demanded in the interest of 
both the general public and the railroads.” During 
that period the ratio of net operating income to 
property investment reached as high as 6 per cent in 
only three years, 1906, 1907, and 1910, and the 


128 THE STABILIZATION OF BUSINESS 

average return for the fourteen years was 5.64 per 
cent. For the period 1908 to 1916 inclusive, the 
return on property investment for all carriers of the 
country excluding switching and terminal companies 
varied from 4.12 per cent in 1914 to 5.90 in 1916. 
During these years investments of new capital were 
being made, but not to the degree necessary to keep 
the plant abreast of the public need. The increase 
in investment over the previous year for each of 
the years 1909 to 1916 and the return on invest- 
ment for each year is shown in the following table. 

Railroad Property Investment, Excluding Switching and 
Terminal Companies ^ 

Increase in 'property Return on invest- 
investment over ment for the year, 


Year previous year per cent 

1909 $395,000,000 5.38 

1910 949,000,000 5.68 

1911 1,055,000,000 4.92 

1912 393,000,000 4.69 

1913 584,000,000 5.01 

1914 565,000,000 4.12 

1915 284,000,000 4.18 

1916 247,000,000 5.90 


^ Annual Report, Interstate Commerce Commission, 1918, p. 80. 
It will be seen that while 1909 and 1910 were years 
of satisfactory capital building, there was a marked 
falling off thereafter up to the time that the roads 
were taken over by the Government. These facts 
should be kept in mind in connection with the later 
discussion of the adequacy of the present rate of 
return assured to the roads by the Transportation 
Act of 1920. 
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But the burden of lack of credit should not be left 
to be shouldered by the Commission and charged 
solely to its lack of courage and judgment. The fact 
that the amendments of 1910 to the Interstate Com- 
merce Act greatly strengthened the Commission’s 
power over rate making was sufl&cient, so soon as 
the public was convinced that the Commission 
would make use of this power, to divert timid capital 
away from the railroad industry. Rate control had 
not meant much to the investor up to this time. 
But the fact that the Commission now could actually 
control the earnings of the roads and proposed to 
do so in the public interest, aroused sufBcient un- 
certainty as to the outcome to affect the railroad 
capital market. This was coincident with the ap- 
pearance of many attractive opportunities for 
capital in the industrial field. Railroads, in other 
words, were meeting with more competition in the 
buying of capital than they had been accustomed 
to meet in earlier years, and were therefore compelled 
to couch their offers in more attractive terms. 
Finally, there is little doubt that the carriers were 
handicapped in the investment market by the reve- 
lations of mismanagement of several railroad prop- 
erties that had come from Commission investiga- 
tions. For the speculative element introduced into 
the situation by their disclosures, the railroads had 
to pay with a contract more secure than would 
otherwise have been necessary. 

There are still other peculiarities of the rail- 
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road business that must be taken into account in 
attempting to estimate the part that the industry 
can play in the mitigation of the evils of the busi- 
ness cycle. Generally speaking, the business is con- 
ducted on a cash basis. This is almost absolutely 
the case in passenger transportation. The passenger 
must purchase his ticket before he boards the train 
or he must pay a cash fare to the conductor. Credit 
is extended in passenger business only to the United 
States Government. Railroads accept government 
travel orders in exchange for railroad and Pulhnan 
tickets and collect these orders later from the Gov- 
ernment. The extent of credit that the Govern- 
ment enjoys appears to be entirely at its own dis- 
posal. The dilatoriness of the Government in pay- 
ing its obligations is notorious. Of course cash fares 
do not mean that every individual railroad receives 
the cash before performing the passenger service. 
In the case of through passenger business, the initial 
carrier collects the entire charge, both for its own 
portion of the journey and for that of the connect- 
ing lines. This collection is reported to the roads 
concerned on the first of the following month. In- 
terline settlements are made in from thirty to forty- 
five days from the sale of the ticket. From the point 
of view of intercorporate relations, this is a credit 
transaction, but from the standpoint of the rail- 
roads as a whole in their relations to the public, it is 
business on a strictly cash basis. 

In the handling of freight trafiBc, the cash method 
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has not been so strictly followed. Of course, the 
same procedure in the matter of interline settlement 
prevails as in the passenger business, except that 
in freight transportation charges are usually col- 
lected at destination and it is the initial and inter- 
mediate carriers that must wait for their money. 
But the bills are audited and settlement made be- 
tween the different carriers in from thirty to forty- 
five days after the actual shipment is made and 
delivered. These transactions are inter-company 
affairs and are cash transactions from the standpoint 
of the public. 

The credit transaction appears in the relation of 
shipper or consignee and carrier. While much of 
the freight business has always been conducted on 
a cash basis, with the collection of charges upon the 
dehvery of the goods to the consignee, or in the 
case of prepaid freight, upon the acceptance of the 
goods by the carrier, yet it has been a widely pre- 
vailing custom to grant to large shippers very long 
periods of credit, which often gave them the op- 
portunity to pay freight charges out of the proceeds 
of the sale of the goods. While sometimes these 
accounts accumulated merely as a matter of con- 
venience, frequently the credit extensions were the 
deliberate result of competitive conditions, and were 
in the nature of rebates. During federal operation, 
cash payment of freight bills was instituted as a gov- 
ernment policy, and this was incorporated into law 
in the Act of 1920. Freight bills must now be paid 
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upon delivery of freight, except as the Commission 
may modify this procedure to meet technical diffi- 
culties. Under certain safeguards, the Commission 
has allowed a period of ninety-six hours. It is sig- 
nificant that the new provision requiring cash pay- 
ment of freight bills specifically excludes from its 
operation the United States Government and all 
states and pohtical subdivisions thereof. Congress 
had no intention apparently of accelerating the pace 
now set by government financial agencies or of 
doing anything to improve the conditions under 
which the creditors of the Government suffer from its 
notorious procrastination. A large part of the 
present accounts receivable of the railroads consists 
of government debts growing out of federal control. 

Just what proportion of the business of the rail- 
roads would be properly regarded as credit business 
cannot be stated with any exactness. It is a matter 
of opinion based on experience, and the experience 
of the various carriers is quite different. Estimates 
of the amount of freight traffic delivered to consignee 
in advance of payment of transportation charges, 
vary from fifty to seventy-five per cent, bills being 
settled weekly, semi-monthly, and monthly, accord- 
ing to the agreement with the shipper. The length 
of this period has presumably been very greatly con- 
tracted since the passage of the recent legislation 
just described. But even assuming that the old 
practices still to a large extent prevail, the significant 
point is that in comparison with all other industries 
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except those, like the railroad, that deal in service 
rather than goods, the various public utilities, the 
railroad is a cash business. The practice of carry- 
ing customers’ accounts for long periods of time does 
not exist. 

While the railroad, being a service industry, has 
no raw material problem as has the industrial, it 
is nevertheless a very large purchaser of materials 
and supplies. It must maintain its plant up to the 
operating standard established by its management. 
This has always been done directly by the railroad 
until recently, when the acute situation following 
the return of the roads from federal operation led 
some carriers to contract for the repair of their 
locomotives and cars and in some cases for the main- 
tenance of way. But in many of these instances, the 
materials and supplies were provided by the carrier. 
To the extent that the roads construct new equip- 
ment in their own shops or build new mileage 
directly, they are large purchasers of materials. 
The supplies necessary for operation, such as coal, 
oil, and waste, the supplies for office and adminis- 
trative use, bring the roads into the market as 
buyers on a large scale. 

These contracts are, as a rule, made on a cash 
basis. Railroads do not create obhgations in the 
purchase of materials and supphes, although the 
contracts may run for as long as a year. Contracts 
for rails are usually made at the beginning of the 
year for the number of tons needed to meet the 
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year’s program, and deliveries are made as required 
or at the convenience of the mills. Purchasing 
agents strive to have as small an amount of nja- 
terials on hand as is consistent with safety. This 
amount will vary with the conditions of the market, 
the distance from the source of supplies, the season 
of the year, the character of the material, and any 
disturbing factors likely to have an influence upon 
market conditions. For example, so far as possible, 
the coal supply of such railroads as can profit by the 
practice is bought so as to be shipped through the 
lake ports, which means that the amount on hand 
will be greater in the fall than in the spring. 
Processes that require a long time, like the creosot- 
ing of ties, necessitate accuihulation of stocks in 
advance. A threatened coal strike results in heavy 
purchase and storage, whereas under ordinary con- 
ditions probably few roads carry more than a fifteen- 
day supply. 

But in spite of these variations, the general im- 
pression created by railroad practice is that the in- 
dustry is a day-by-day, hand-to-mouth purchaser 
for cash. Upon receipt of the invoices, vouchers 
are usually prepared at once, and are held up by 
the treasurer only when funds are low. Fluctua- 
tion in the item of audited accounts and wages pay- 
able as it appears in the corporation’s balance sheet 
is due solely to the condition of its cash. 

What the average amount of cash is on the aver- 
age railroad can of course be computed, but it has 
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no significance whatever in relation to the actual 
operations of the carrier, for it is subject to sudden 
and extended fluctuation and is dependent upon a 
financial policy that is not necessarily stable or con- 
tinuous for any length of time. The railroads in 
their dealings with the Government, in connection 
with the return of their properties, took the position 
that a minimum cash working capital is one half 
a month’s operating expenses. This position brings 
out sharply the purely cash nature of the business. 
No industrial concern, buying raw materials and 
turning them into a finished product for a market 
in which credit must be allowed, could long keep 
out of bankruptcy on a margin of cash as slight as 
this. But even the railroads do not intend to keep 
so close to the margin, and those that are in a suf- 
ficiently favorable position to do so are carrying 
cash balances many times in excess of the mini- 
mum. For the years 1912 to 1916, a fairly normal 
period, the Class I railroads showed cash on hand 
at the end of the fiscal year varying from $309,000,- 
000 in 1915 to $441,000,000 in 1912 and averaging 
for the period about $390,000,000. This average 
cash balance amounted to nearly thirteen per cent of 
the average of the annual operating revenues and 
to nearly nineteen per cent of the operating ex- 
penses. The average monthly operating expense for 
the period was $173,000,000, which gives a cash 
balance more than double the operating expense re- 
quirement. To be sure, the cash fund is for a given 
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date and is not an average for the year. Moreover, 
it probably includes results of transactions other 
than those of transportation. But with all due 
allowance for disturbing influences, the conclusion 
must be that the cash carried by the railroads is 
ample. 

Transactions appearing on the books of the rail- 
roads in the form of accounts, bills, and notes have 
to do usually with matters other than those con- 
cerned with transportation itself. On the side of 
receivables, the Government regularly appears as 
debtor on mail account. There are also the amounts 
due in settlement from the express company. Some- 
times a subsidiary company is advanced money 
which is represented by notes, and these must often 
be carried indeflnitely until permanent financing 
can be undertaken. On the liabihty side of the bal- 
ance sheet, the items can usually be accounted for 
by construction work in progress, or the purchase 
of additional property for which permanent financ- 
ing has not yet been arranged. In short, then, the 
railroad business can be classified as a cash business. 
It relies for the payment of its bills at presentation 
upon the steady inflow of cash that comes from its 
sales of service. If a panic threatens there is no 
problem of reducing inventories, shutting down on 
customers’ credits, cleaning up notes at the banks. 
The railroad knows that it will be a direct sufferer 
if the storm breaks, but so long as its income is 
sufficient to pay its minimum operating expense and 
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the interest on its debt when it falls due, it will 
be able to weather it. There is no situation in the 
railroad industry comparable to that in the indus- 
trial field where long-time credit is extended, nor 
does the revenue of the carrier have to be depleted 
by discounts offered to induce cash settlements. 

We have to do, then, with an industry more 
directly and more completely in contact with every 
economic activity than any other. Its prosperity 
and that of industry in general are mutually de- 
pendent. It is a large purchaser of supplies in the 
market, and one of the largest employers of labor. 
It must perform a minimum of service whether this 
service is or is not profitable, and the nature of the 
industry is such that adjustment of operating ex- 
pense to meet declining earnings is difficult and 
slow. On the other hand, its transactions are almost 
wholly cash and the problems of credit concern it 
only as they relate to its funded obligations which, 
however, are unfortunately far larger proportion- 
ately than they should be. 

Through the fact that it serves all industry, it 
has been expected to offset disaster in one line of 
activity with prosperity in another and really to 
suffer only when the disaster becomes universal. 
Yet the margin of safety has in recent years become 
so narrow that it acts as a barrier to any flexibility 
in financial policy or any large-scale planning for 
future development. Only large net earnings 
steadily sustained will overcome this disability and 
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such earnings the railroads have not enjoyed in 
recent years. 

Can and should this industry contribute to a 
greater stabilization of business in general? Is it not 
reasonable to expect that a business with a book 
investment of over twenty billions of dollars, em- 
ploying nearly two million men, touching every 
part of the United States and every industrial 
activity, should be able to exert some influence in 
the direction of mitigating the alternations of busi- 
ness prosperity and adversity? 

At present the railroad follows in its policy of 
contraction and expansion the general business 
trend. Only occasionally, if at all, does it take the 
lead in preparing for a falling off in business or 
in anticipating a recovery. When a slump in busi- 
ness takes place, railroad management takes steps 
to meet it which are influenced by the character of 
the declining trafl&c, the probable seriousness of the 
decline, and the season of the year. If there has 
been a suspension in the production of commodities 
handled in large lots, in car and train loads, such 
as the products of the fundamental industries, freight 
trains are withdrawn, together with their crews, 
and a corresponding number of men of the switch- 
ing crews. This diminishes the consumption of 
fuel, lubricants, and miscellaneous train supplies, 
and makes possible the reduction of forces in the 
department where these supplies are handled. Then 
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there follows a reduction in yard clerks and car 
inspectors, in tower and station telegraph service, 
and a decrease in the labor force required at transfer 
points. The extent to which train service can be 
curtailed depends upon the extent to which the 
slump can be directly allocated to specific industries 
to which the railroad is giving car- and train-load 
service. If the depression is widely prevalent and 
affects buyers generally, so that all types of traflBc 
are declining in quantity, the opportunity to make 
direct cuts in service is not so easy. A certain min- 
imum of transportation must be provided in any 
event. 

There usually follows in order the reduction in 
repair work in shops and roundhouses, which mani- 
fests itself first in a reduction of the working hours 
per week, and then in a gradual restriction of the 
repair work to what are known as “running repairs,” 
and a postponement of the heavier maintenance re- 
quirements until a more prosperous season. This 
postponement may extend from a few days to 
months, depending upon the financial and indus- 
trial conditions. The management is free at any 
time to reduce maintenance work on the right of 
way, but in practice the extent of curtailment would 
depend upon the season of the year. Generally 
speaking, it is not considered wise to curtail tie 
and rail installation in the spring or too narrowly 
to restrict the repair of right of way following the 
winter season. In the fall, it is not desirable to 
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reduce the work on locomotives to a point below the 
repair of current wear and tear. 

In a period of this sort, the activities of the pur- 
chasing department are of course curtailed, and 
office forces are reduced throughout the service. But 
it is the practice of the ablest executives not only 
not to reduce supervisory forces, but to increase 
them, as the greatest economy in such periods of 
declining traffic can usually be accomplished by 
vigilant oversight and a checking of waste in every 
direction. Reduction in numbers of the labor force 
does not directly affect the number employed in 
train service. Under the rules of the labor organiza- 
tions, men are not discharged, but are assigned a 
limited amount of mileage per month. The exist- 
ing work is divided up among the men. This is to 
a certain extent true with other classes of labor, 
for example, the clerical forces in the shops. When 
after a period of depression, a recovery in business 
is in sight, the reverse of the process just described 
takes place. If the depression has been prolonged, 
maintenance long deferred, imperative capital in- 
vestment postponed, railroad confidence in a return 
of prosperity will be expressed in orders for new cars 
and locomotives, a reopening of shops, a calling 
back of the shop forces, and a putting of cars and 
locomotives in shops for the anticipated traffic. 

There are those who argue that railroad buying 
initiates the whole movement of recovery, and who 
have been urging for many months during the 
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present depression that railroads should get into 
the market in order to “start something.” There 
is no scientific basis for any such view. It is the 
belief of those who have given the problem the 
closest study ^ that the relation betweenS stocks, 
consumption, and production of goods is responsible 
for business revival, and that sometimes one in- 
dustry and sometimes another is the first to revive 
after a period of depression. Railroad buying simply 
cooperates in speeding up the revival. 

It must be clear from this brief analysis that rail- 
road business goes with the current, that it has done 
little if anything to check decline — in fact, its 
methods have served to accelerate it — and that it 
becomes an active factor in the market only when 
business has already begun to revive. Because of 
its function as a service industry, it is a victim of de- 
clining business. Must it remain in this helpless 
state, or can it construct a policy which in helping 
itself will at the same time assist in promoting a 
greater stabilization of business in general? It may 
be replied at once that no such far-sighted planning 
will be fruitful that does not contemplate a financial 
reserve of sufficient size to permit of flexibility in 
large-scale projects of construction and maintenance. 
The railroads must have funds beyond their day-to- 
day requirements. How may such funds be ob- 
tained? 

'See publications of Harvard Committee on Economic Re- 

search. 
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An answer to this question may be sought in two 
directions. In operation the industry is private. 
In spite of the degree to which regulation has ad- 
vanced, there is stiU much room for the exercise 
of independent judgment and initiative in the solu- 
tion of operating problems. From the other stand- 
point, however, the industry is but an arm of the 
Government. It is tied hand and foot. It cannot 
make a rate, it can neither raise nor lower one, with- 
out the permission of the regulating agency. Under 
the rulings of the Labor Board, it cannot fix a 
wage to which the employees object or refuse to 
agree, without prior permission of the Board. The 
Government becomes in very fact a partner in the 
industry, and is at least jointly responsible for the 
quantity of net earnings turned out as a result of 
railroad service. 

To put this two-sided problem in another way, net 
earnings may be enhanced either by increasing gross 
earnings or by reducing operating expenses. For 
increased gross earnings we must look to the Gov- 
ernment alone. To secure reduced operating ex- 
penses the railroads, except in the matter of wage 
rates, may do much on their own account. While 
the public and private aspects of the problem are 
often closely associated, there are some directions 
in which the railroads clearly should take the initia- 
tive. These relate to projects that will tend to 
stabilize the industry on the operating side and 
thus reduce operating expense. Moreover, it must 
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be evident that anything that promotes more ef- 
ficient and more stable operation in an industry of 
the size and pervasiveness of the railroad will have 
a profound influence upon general business stability. 
Congestion, embargoes, shortage of equipment are 
immensely disturbing to business. Traffic should 
be able to move without awareness of the transporta- 
tion factor. If transportation is functioning satis- 
factorily, it will not intrude itself. 

These projects all center in plans for a greater 
degree of cooperation among the individual rail- 
roads. Notwithstanding the unquestioned gains to 
be acquired from competition in railroad service, 
which unquestionably should be preserved, there is 
waste in the present methods of operation that is 
well recognized. In fact, the public conviction of the 
uneconomic character of railroad operation spring- 
ing from the multitude of separate corporations is 
growing so steadily that, unless the carriers tackle 
the problem themselves with thoroughness and de- 
termination, the opportunity to do so is more than 
likely to be taken from them. When earnings were 
abundant, wastes were of less importance to the rail- 
road executive than they are to-day. With the 
existing narrow margin between receipts and ex- 
penses, it is reasonable to expect that railroad ex- 
ecutives will take this problem seriously. Thus far 
they have shown little interest in joint undertak- 
ings. Their effort has been to develop esprit de 
corps on the individual railroad system, and they 
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have not concerned themselves with the national 
aspect of the problem. Suggestions have been made 
from time to time looking to greater cooperation be- 
tween carriers. These have been disregarded or they 
have been thrust aside as impractical, or a mild 
imitation of the plan, already in operation, has been 
deemed a sufficient answer. 

The National Association of Owners of Railroad 



Securities organized during the war as the mouth- 
piece of bondholders in matters of railroad policy 
has taken hold vigorously of this problem of co- 
operation on a national scale, and is working out a 
program which it hopes that the railroads, through 
pubhc pressure, if not voluntarily, will eventually 
adopt. It is not feasible to discuss this program 
in detail, but a brief mention of a few of the projects 
will make clear what the Association has in mind. 
First, there is the poohng of freight cars. Briefly, 
the plan provides for the federal incorporation of 
the National Railway Service Corporation to be 
used in flnancing, distributing, inspecting, rebuild- 
ing, and repairing interchange freight cars. It is 
to be a clearing house for the settlement of per 
diem and repair charges. It will undertake rebuild- 
ing and general repairs in the most economical 
locahty. It will standardize car design and con- 
tract for the building of new cars. It will finance 
the purchase of new equipment by individual rail- 
roads through contracts of conditional sale or lease. 
Contemplated savings are to arise from centralized 
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direction of car movement, under which unnecessary 
empty mileage will be avoided, reduction in switch- 
ing movement accomplished, and the periodic phe- 
nomena of car shortages and surpluses mitigated. 
Centralized purchase of new equipment will reduce 
first cost through the introduction of standardiza- 
tion, and the more even distribution of orders and 
deliveries throughout the year and among the vari- 
ous equipment builders. The employment of equip- 
ment obligations through the national agency will 
save in interest rates. Savings will be effected 
through the more systematized allocation of repair 
work, through the more consistent and regular retire- 
ment of worn-out equipment, and the substitution 
therefor of the larger and more efficient facilities. 

So much for the claims of the more enthusiastic 
advocates of the general national pool. While rail- 
road executives are giving the matter some attention, 
their attitude in general is hostile to the plan just 
outlined. Let us review their arguments briefly. 
Take first the problem of economic distribution. Is 
there the economic waste in empty mileage that is 
claimed? Railroad executives insist that empty mile- 
age does exist but that car pooling would not elim- 
inate it, that it is due to light loading and unbal- 
anced traffic, and that no device of car distribution 
can control this situation, which is industrial and 
fundamental. So far as periods of acute car short- 
age are concerned, they are now taken care of by 
legislation. The Interstate Commerce Commission 
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has power, wherever shortage of equipment, con- 
gestion of traffic, or other emergency requiring im- 
mediate action exists, to take charge of the situa- 
tion and make such orders as will best promote the 
public interest. 

Again, there is serious objection from the rail- 
road standpoint to the plan of centralized super- 
vision of repairs. President Warfield of the Na- 
tional Association of Owners of Railroad Securities 
has drawn a touching picture of the life of a rail- 
road car which spends sixty per cent of its time away 
from home, with no one responsible for its care or 
habitation. Its financial guardian is often a trust 
company which, while undertaking supervision, 
carefully guards its liability with legal verbiage. 
When the car is damaged on a foreign line, it is 
patched up just enough to make it acceptable to 
the connecting carrier. It arrives at home bandaged 
with adhesive plaster or with its arm in a sling, or 
is carried home because it cannot travel on its own 
legs. Its life is shortened by lack of adequate hos- 
pital treatment or the application of preventive 
medicine, and sometimes treatment is charged for 
by doctors who never administered it. 

The truth of this pitiful tale is to a certain extent 
admitted by the railroads, but they insist that just 
to the extent that pooling becomes nationalized and 
the sense of family relationship between car and 
carrier is weakened, does this problem of repairs 
become more serious. In fact, the period of federal 
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control when all cars were “communized” and no 
one of them had any parents, but every one was a 
wandering orphan upon the face of the earth, was 
just the time when the grade of repair work reached 
its lowest stage. Concentration of repairs in fewer 
shops must take into account that other processes 
are going on concurrently and that the shops have 
been organized to perform a large number of differ- 
ent operations. An immense amount of reorganiza- 
tion would be necessary. And in any case it is not 
clear that national management of such shops would 
be as efficient as local. 

As for standardization, the railroads have through 
their Master Car Builders Association been for over 
two decades alive to the importance of uniform ear 
design, and progress has been steadily made. In 
the matter of car wheels, brakes, couplers, sill steps, 
ladders, and in the more fundamental problems of 
length and height the American Eailway Associa- 
tion, stimulated by federal statutes in the interest 
of safety, has progressed toward uniform practice. 
Railroad executives take direct issue with the claim 
that saving in interest can be made through cen- 
tralized financing. It is insisted that centralized 
purchase occasions centralized sale and that all the 
advantage of a competitive selling market is lost. 

It is admitted by the railroads that without out- 
side pressure complete cooperation can never be 
attained. For this reason the plan of the Associa- 
tion of Owners of Railroad Securities deserves sen- 
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ous consideration. If it cannot be adopted in its 
entirety, there is much to be said for a pooling plan 
which would set up a “flying squadron” of cars, con- 
tributed to a central pool by the various participat- 
ing carriers, that could be used to meet emergencies 
in various sections of the country. This would pro- 
vide for the peak load on each road and relieve the 
individual carrier from the necessity of making pro- 
vision out of its own capital to meet its more extreme 
necessities. 

It has not been the purpose of this somewhat de- 
tailed analysis of the poohng problem to reach a 
final solution. Rather has it been to illustrate the 
type of operating question upon whichi railroad 
managements should be at work, with the aim of 
widening the differential between gross revenue and 
operating expense. Moreover, the operating prob- 
lem is not confined to the pooling of cars. The 
utilization of equipment by carriers and shippers 
is, from the efficiency standpoint, far short of ideal. 
If it be true, as railroad executives estimate, that 
a mile additional per car per day automatically adds 

100.000 cars to the supply of railroad equipment, and 
if an addition to the load per car of one ton adds 

80.000 cars to the supply, the problem of efficient 
operation is not only of vital importance to the rail- 
roads themselves but equally to the public. 

Another problem of importance from the stand- 
point of economical and efficient operation is that 
of the joint use of terminal facilities. There is a 
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certain degree of cooperation in this regard among 
the railroads of the country, but it has largely been 
confined to points of relative unimportance from 
the competitive standpoint — frequently at interme- 
diate stations and connections — and hence it has con- 
tributed little to the solution of the problem of con- 
gestion, or to the problem of waste in switching and 
other service resulting from excessive competition. 

Steadily increasing costs of handling in the large 
terminals have threatened to absorb in many cases 
most of the revenue from the line haul. Expansion 
of terminal facilities is imperatively demanded. Yet 
the cost of expansion, because of location in con- 
gested population centers, is well-nigh prohibitive. 
The competitive basis upon which these terminals 
were originally constructed has resulted in disunity, 
scattered individual terminal plants, and a maxi- 
mum of necessary switching, with all the expense 
of transfer, interchange, car delay, and duplication 
of facilities. According to a recent report on Joint 
Terminals at Chicago by the Board of Economics 
and Engineering of the National, Association of 
Owners of Railroad Securities, the city of Chicago 
has 16 independent belt or industrial lines, 80 or 
more freight interchange points, 184 freight houses, 
120 freight yards, and 65 locomotive terminals. In 
estimating the importance of an efficient use of this 
huge terminal property, it is of significance to note 
that the Board estimates the value of the railroad 
investment in Chicago at one billion dollars. Ac- 
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cording to the Board, what is needed in any rail- 
road terminal is a minimum of train miles and 
switching movements; delivery of passengers and 
freight at convenient points with a minimum of 
transfer service; an unobstructed road for through 
traffic; and a minimum of investment in properties 
and facilities. 

Joint ownership of such facilities is not essential. 
What is imperative is some sort of cooperative ad- 
ministration that will ehminate the wastes of the 
present competitive process. That competition in 
service should be preserved so long as we maintain 
private operation is almost self-evident. Yet there 
is much of this competition at terminals which can- 
not be justified from the public standpoint. Carriers 
should take the lead in a survey of these conditions 
and in projects for promoting greater cooperation. 
They can no longer plead that they are prevented 
from cooperating by statutory prohibitions. The 
whole spirit of the Transportation Act of 1920 is 
toward the promotion of greater cooperation among 
carriers. The Commission has power to require the 
use of terminals by carriers other than the owners, 
and it is specifically provided in case of consolida- 
tion that the carriers shall be relieved from the pen- 
alties of the Anti-Trust Act. 

It will be of interest to inquire at this point what 
the effect upon the carriers and the business com- 
munity is likely to be from the consolidation plan 
now under consideration by the Commission, This 
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plan, which the Commission has been required by 
law to perfect, is at present in a tentative stage 
pending hearings at which the carriers are to present 
their objections. It throws the railroads of the 
country into nineteen systems. These systems must 
be so constructed that competition will be preserved 
and existing routes and channels of trade main- 
tained. Moreover, they are to earn under uniform 
charges a rate of return substantially the same upon 
the value of their respective properties after con- 
sohdation. The scheme is voluntary, the only re- 
straint upon the freedom of the roads being that, if 
they consolidate at all, they must conform to the 
plan approved by the Commission. Whether con- 
solidation can be made effective without being made 
compulsory is doubtful, but we are not here con- 
cerned with that aspect. We are interested in know- 
ing what influence consolidation, if accomphshed, 
would have in stabilizing business. In the first place, 
it would doubtless serve to stabilize the operation of 
the weaker roads, because, through absorption into 
stronger systems, they would participate in their 
prosperity and would be relieved from the nightmare 
of threatened bankruptcy. To the extent that this 
proved true, it would mean a contribution toward 
the stability of business throughout the community 
served by the road that had been strengthened 
through absorption. It would mean larger and more 
constant expenditure for operation and maintenance, 
steadier employment, and more efficient service for 
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the community along the line. Then there are un- 
questionably economies in operation that would arise 
as soon as consolidation was in full swing. Round- 
about wasteful transportation would be done away 
with, because the incentive thereto would be gone. 
Traffic would seek the most direct route to destina- 
tion, and thus the burden of unnecessary transporta- 
tion would be lifted from the shoulders of the busi- 
ness community. It is the same problem in an- 
other form that the advocates of centralized pooling 
of cars are endeavoring to solve. 

But there is waste not only in the competitive 
relations of railroads to each other. There is waste 
and instability in the competition of railroads with 
other transportation agencies like the steamship and 
the motor-truck. WhUe the public in the end wiU 
assume control of this situation, yet the railroads 
can do much in assisting the public in a thorough 
survey of the capacities and functions of the differ- 
ent competitive agencies and their proper place in 
any comprehensive and statesmanlike plan. It wiU 
not stabilize business to permit the present hap- 
hazard, unscientific competition to continue un- 
checked. 

One other situation to which the carriers in their 
pursuit of stability and prosperity must give serious 
attention is that which concerns their labor. To 
examine exhaustively the merits of this question 
would carry us too far aside from the purpose of this 
chapter. But it can be fairly asserted that, with a 
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few exceptions on individual roads, the handling of 
labor relations in the railroad industry has been hap- 
hazard, superficial, and opportunist. There has been 
no sincere effort to reach fundamental causes and to 
attempt any thoroughgoing cure. Railroads, gen- 
erally speaking, have accepted the challenge best 
exemplified in the attitude of Mr. Gompers, that the 
labor problem is one to be settled by methods of 
warfare and that the reasonable wage is what you 
can get by main force. The Railroad Labor Board 
has contributed nothing since its creation to the 
solution of this problem. It has been controlled by 
the statute that created it, which laid down certain 
considerations that were to be taken into account 
in passing upon wage controversies. These consid- 
erations it has conscientiously applied. Neverthe- 
less, its decisions have created the definite impres- 
sion that they were based upon expediency. It is 
quite possible that this is as near to a solution as 
human beings will ever be able to reach. But until 
this has become a demonstrated fact, it is the duty 
of railroad executives to keep at work on the prob- 
lem. There is to-day far less interest in the funda- 
mentals of the labor problem among railroad execu- 
tives than in many industries of considerably less 
extent and public importance. 

The problem raised by the shop crafts and others 
in the recent controversy before the Labor Board, 
that no consideration has been given to the ques- 
tion of a fair standard of living, is one that requires 
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far more study on the part of railroads and arbitra- 
tion bodies than it has yet received. Is it possible 
to solve the wage problem by establishing a scien- 
tific base, with a cost of hving bonus that rises and 
falls automatically with price movements? If such 
a plan were feasible, it could be a powerful influence 
toward the stabilization of the railroad industry and 
indirectly of general business. 

Moreover, the estabhshment of a scientific base 
for wage rates, assuming such to be possible, would 
dispose of the much debated question whether labor 
should be liquidated ip, a time of declining earnings. 
Labor costs constitute from fifty to sixty per cent 
of the operating expenses of the railroads. A falling 
off in traffic, immediately reflected in a decline in 
gross earnings, magnifies the operating expense ac- 
count with its burden of wage cost. It has been the 
persistent claim of the railroads, in answer to re- 
quests for reduction in rates during the recent de- 
pression, that no rates could be reduced until wages 
came down. Should the wage earner make the 
supreme sacrifice in order that traffic may move? 
Clearly not. He is entitled to his reasonable wage, 
whatever that may be, irrespective of the railroads’ 
earnings. It is therefore evident that the problem 
as to what constitutes a reasonable wage should be 
the first to be attacked. 

To what extent have railroad executives studied 
the problem of a larger cooperation of labor in man- 
agement? Local participation in the problems of the 
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individual railroad would develop loyalty and 
efficiency to a degree now sadly lacking. If labor 
were given the opportunity in a responsible manner 
to advise with reference to fundamental problems 
of management and its views were accepted seri- 
ously and incorporated into the policy of the road, 
there would develop that spirit of proprietorship 
which is the best antidote for labor troubles. It may 
be that compulsory arbitration of railroad labor dis- 
putes will have to come. It ought to come if there 
is no other way of avoiding interruptions to trans- 
portation. But there may be a solution less drastic. 
Railroad managements and labor leaders are falling 
far short of their public obligations in not giving 
more thorough study to the fundamentals of the 
labor problem. 

We have considered some of the ways in which 
the railroads may promote efficiency in operation 
and stability in earnings and thus create for them- 
selves a reserve as a basis for long-time planning of 
expenditures. We now turn to the obligation of the 
public as expressed in its regulating policy. It may 
be said at once that the legislation of 1920 contains 
more of promise for stable earnings and the devis- 
ing of long-time plans for betterment and extension 
than any legislation thus far enacted. It specifically 
imposes upon the Interstate Commerce Commission 
the obligation to see to it that the roads, divided 
into groups, have a fair return upon the aggregate 
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value of the property of the group, and it requires 
the Commission so to fix rates that the roads will 
earn by groups as nearly as possible this fair return. 
The Commission is made responsible for the honesty 
and efl&cieney of management, for reasonable expen- 
ditures for maintenance. It must take account of 
the transportation needs of the country and the 
necessity for enlarging facilities, in order to provide 
the people with adequate transportation. Congress 
could not have been more specific in placing in the 
hands of the Commission the power to build up on 
the railroads the financial reserves necessary for 
stability and for continuity in far-sighted policies 
of expenditure. In many other ways which cannot 
here be discussed, was the Commission given author- 
ity to eliminate the speculative and disruptive ele- 
ments in railroad policy — power to pass upon issues 
of securities, to approve of pooling contracts, to pre- 
pare a plan of consolidation, to resolve the conflicts 
of state jurisdiction, to prescribe minimum rates. 
But the significant thing is the power to prescribe a 
level of rates that will earn a specific return con- 
sidered by the Commission to be fair in relation to 
the investment in the business. 

Therefore it rests with the Commission, at least 
in the first instance, to determine what is a fair 
return, whether it is one that just pays operating 
expenses and fixed charges, or whether it is one that 
provides the surplus essential to flexibility in finan- 
cial management. Congress has guarded against 
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what it thought might be an excessive return for 
individual roads by permitting a road which earns 
in excess of six per cent on its investment to keep 
only fifty per cent of the excess. Whether this will 
work out to give to the roads that essential surplus 
upon which reserves can be erected can only be 
determined by experiment. It will work out differ- 
ently with different roads, depending upon their 
relative efficiency of management and the relative 
claims of the security owners. It unquestionably 
restricts the opportunities of the more prosperous 
roads, whether unduly or not is a question that can- 
not be answered by any mathematical demonstra- 
tion. But this “recapture” plan has a favorable side 
also from the standpoint of stabiUzation of business. 
The fund thus created is to be used by the Govern- 
ment in the interest of the weaker roads, either in 
direct loans or through the lease to them of equip- 
ment. Whatever assistance is thus granted will be 
a steadying influence not only upon the roads them- 
selves, but also upon the communities through which 
they operate. It may well be that from the public 
standpoint the gains thus accomplished will offset 
the losses suffered by the more prosperous roads 
through the conscription of their income. It should 
be further noted that the roads that earn in excess 
of six per cent cannot use this excess immediately 
to create reserves for improvements. They are re- 
quired to set up a reserve of five per cent of their 
property value for dividends, interest and rentals. 
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and only such income as exceeds this five per cent 
is at their unhampered disposal. At present the 
“fair” rate of return established by the Commission 
which the roads by groups are entitled to earn upon 
the aggregate value of their property, is five and 
three quarters per cent. Whether this is generous 
enough to permit the railroads to be a factor in the 
stabilization of business cannot yet be determined. 
After their novel war experience the carriers are not 
yet back to normal. But it is of significance in 
attempting to answer the specific question which is 
the subject of this chapter, that the Commission is 
required by law to keep in mind the transportation 
needs of the country. This must mean something 
beyond the earnings necessary to meet operating 
expenses and interest on bonds. 

Granted sufficient earnings to permit of a reason- 
able flexibility in financial policy and confident 
planning for a reasonable time ahead, what can 
the railroads do to mitigate the fluctuations of the 
business cycle? They can exert a powerful influence 
in the direction of stabilizing production directly in 
the line of their own demands. Moreover, their 
influence will be felt in many other lines, because 
by stabilizing employment in railroads and in rail- 
road equipment industries, employees will continue 
to buy and raw material industries will be sustained. 
The influence of an industry with the pay roll and 
the purchasing power of the railroads is nation- 
wide. 
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There is much evidence that railroad executives 
•would welcome the opportunity both individually 
and collectively to work out long-time plans for 
maintenance and betterment work. In fact, the 
financial history of the better managed roads reveals 
their attitude. It used to he a fundamental prin- 
ciple of railroad policy to keep plant and equip- 
ment definitely ahead of trafi&c, to reinvest a 
definite proportion of earnings in betterments. 
That policy largely came to an end with more rigid 
regulation, but the policy then pursued shows that 
no campaign of education is necessary to convince 
executives of its soundness. They are now restrained 
only by lack of capital and lack of assurance of con- 
tinued financial support. Plans could be and would 
be prepared providing for a program year after year 
that would continue "without regard for the general 
business situation, if the public was wiUing to stand 
behind this program and assure to the roads the earn- 
ings in prosperous years that would permit the man- 
agements to be indifferent to the declines of the 
years of depression. For there is no way of pre- 
venting altogether the periodical decline in business. 
It must be discounted by adequate preparation. 

Such a program of continuous expenditure would 
act as a mitigating force. For the fluctuations in 
the numbers of the employed on the railroads would 
vary to a far less degree than now and all industries 
dependent upon the purchases of the railroad em- 
ployees would to that degree be stabilized. More- 
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over, the entire field of industries from which the 
railroads purchase supplies, lumber, coal, iron and 
steel, locomotives, cars and the multitude of equip- 
ment parts, tools, stationery and hosts of others, 
would be directly affected and the influence would 
promptly spread through their employees to other 
industries. 

If the public believes that it should not be charged 
rates that will permit of rebuilding and extension 
out of earnings, it will nevertheless sooner or later 
be compelled to admit that if private operation is 
to continue, earnings must be sufficient, if not to 
provide for betterments, at least to give a reserve 
sufficient to attract capital from the investment 
market. For otherwise service will decline and the 
public will suffer far more from depreciation in 
service than it ever suffered from too high rates. 

From two sources then, are to come the net earn- 
ings needed to give the railroads financial stability — 
the development of greater efficiency in operation, 
and a policy of price-fixing that leaves something in 
fat years to offset the inevitable lean years that 
follow. But granted sufficient earnings to command 
the attention and interest of the investor, which 
means not so much sufficient earnings in any one 
year as a recognized public policy that assures 
adequate earnings over a series of years, there is 
no reason why the call of the railroads upon the 
capital market should not be fairly constant. Rail- 
road securities would be in demand and the pur- 
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chaser to a greater extent than at present would 
hold what he bought. In the capital market, there- 
fore, as weU as in the market for raw and manu- 
factured goods, the influence of this industry would 
be in the direction of stabilization. 

There is another phase of the relation of transpor- 
tation to business which has been of absorbing in- 
terest during the period of deflation of prices, and 
that is the burden of the freight transportation 
charge upon the specific commodity. The question 
has been most sharply defined in discussion concern- 
ing the agricultural industry, for by an unhappy 
concatenation of events, the extraordinary decline 
in agricultural prices was coincident with the in- 
crease in railroad rates. 

We have presented to us the very difficult prob- 
lem, is it the business of the railroad to mitigate 
the misfortunes of the various industries by adjust- 
ment of the rates? The most generally accepted 
theory of railroad rates is that of charging what the 
traffic will bear, which is a sound theory when con- 
fined to the relation of commodities to each other. 
If this theory were alone controlling, the railroad 
would be expected to adjust the rates to meet the 
immediate situation in the industry affected, but it 
should in turn be permitted in times of prosperity 
to raise the rates coincident with the increased 
ability of the traffic to bear these rates, and should 
enjoy whatever income was obtainable therefrom. 
But this does not fit with our present conception of 
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the financial privileges of the railroad. Our an- 
nounced policy is that the railroad is entitled to 
a fair return on the value of its property and no 
more. If then its return is to be limited at all tiipes 
to a figure adjusted to the value of the property em- 
ployed in transportation, is .the industry in position 
freely to meet the cries for help that come now from 
one section of the country and now from another? 

To the self-interest of the railroads can be left 
in part the solution of this problem under the watch- 
ful guidance of the Commission. If a reduction in 
rates will promote an increase in revenue, presum- 
ably the railroads will make such reduction. If such 
reduction accrues to industry alone and results iri 
a direct loss to the carrier, the question whether it 
should be enforced becomes a complicated one for 
a regulating body. Will this amount to a discrim- 
ination against other commodities? Will the car- 
rier be deprived of a fair return? But the point that 
it is desired to enforce here is that the railroad in- 
dustry should not necessarily be looked to for relief 
from the temporary embarrassment that some 
specific industry may be suffering. The railroad is 
not a philanthropic enterprise, neither is it to the 
degree that such a benevolent policy would imply, a 
public agency. It is not reasonable to expect the 
railroad to play the part of a deus ex machina. 
Railroads may properly be asked to contribute their 
proportion to a readjustment among the prices of 
raw material, labor, finished commodities, and 
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transportation and selling costs. In a depression 
such as that through which we have just passed, 
there can be no adequate recovery without genuine 
cooperation of the various factors participating in 
industry. But railroads should not enjoy the privi- 
lege of making the entire sacrifice in the interest of 
revival. 

This suggests a plan which might well receive the 
attention and study of railroad traflfie officials and 
regulating bodies alike, that of graded rates de- 
signed to meet more promptly and accurately the 
fluctuations in market demand for commodities. 
Such adjustments would in large part apply season- 
ally, corresponding, for example, to the seasonal 
price quotations now common in the coal industry, 
with the purpose of smoothing out the irregulari- 
ties of traffic during the seasons of the year. But it is 
conceivable that once the principle of flexibility in 
freight rates had become familiar and the railroads 
had become convinced that an increase in rates 
might be as readily accomplished as a decrease under 
conditions that were justifiable, the practice might 
be extended beyond the seasonal fluctuations to those 
that concerned the wider swings of business activity. 
The degree to which such a policy would be prac- 
ticable could be determined only by experiment, but 
the plan has in it much promise of genuine assistance 
to industry. 


CHAPTER IV 


UNEMPLOYMENT— PEEVENTION AND 
INSUEANCE ' 

John R. Commons 

The President’s Unemployment Conference made 
certain recommendations which, upon examination, 
are found to consist of advice to the different 
branches of government of the United States — 
cities, states, counties, and federal — to adopt a pol- 
icy of shifting pubhc work from busy seasons and 
prosperous times into dull seasons and hard times. 
The idea is that of dovetailing public work into the 
periods of unemployment in private work. 

^The writer is obliged for the use of articles or reports of 
speeches to the Survey, the American Labor Legislation Review, 
and the National Civic Federation Review. See article by John 
R. Commons on ^‘Unemployment Prevention and Compensation” 
in the Survey, October 1, 19'21, “Unemployment Prevention” in 
American Labor Legislation Review, VoL XII, No. 1, 1922; Re- 
port of Unemployment Insurance Conference, January 31, 1922, 
National Civic Federation. Also “American Legislation on Un- 
employment Compensation” in American Labor Legislation Re- 
view, Vol. XI, No. 1, March, 1921. For discussion of bill recently 
introduced in the Massachusetts legislature (House No. 278) see 
article by Henry L. Shattuck on “Unemployment Insurance Legis- 
lation in Massachusetts” in American Labor Legislation Review, 
Vol. XII, No. 1, March, 1922, published by the American Associa- 
tion for Labor Legislation, New York City. 
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This idea of shifting public work so that it will 
dovetail with private work was first propounded, as 
far as I know, a hundred years ago, following the 
Napoleonic Wa<rs. In the great debate between 
David Ricardo and Robert Malthus, the founders 
of political economy, Ricardo took the position 
that labor alone determined value, that profits fell 
as wages rose, and that profits were tending to a 
minimum. Karl Marx came along thirty" years 
afterward, took Ricardo’s doctrine, and said. If labor 
produces all wealth, then labor should own all the 
wealth ; and if profits are tending to a minimum all 
the time, then capitalism is destroying itself and 
labor will come into possession at the revolution. 
But Malthus said. As soon as profits reach the mini- 
mum, business stops, unemployment comes on, and 
business will not start up again until public work 
is shifted to the periods of unemployment, along 
with an increase of other kinds of employment whose 
product does not come upon the competitive mar- 
kets. Thus there will be created a body of con- 
sumers to whom the employers can sell their product. 
Then employment will start up again and we shall 
have the cycle repeated. 

The two great theories, then, which, for a hundred 
years since the Napoleonic Wars, have contended 
for supremacy, are the Ricardian theory, which was 
taken up by Karl Marx and ended in modem social- 
ism, and the Malthusian theory of business cycles, 
which is the on§ that people in all countries are now 
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accepting. For the business cycle has come every 
five or ten years during the past hundred years. 
Wars seem to make no difference. A war will raise 
the peak higher and turn the trough down lower, but 
it does not seem to interfere very much with the 
rhythm of overemployment and unemployment. So 
that all minds thinking on this subject seem to agree 
that the proper method of handling unemployment 
is that of shifting employment from periods of over- 
employment to periods of underemployment; in 
other words, smoothing out the seasonal cycle and 
this business cycle by distributing the production to 
better advantage. 

As I understand the principle of unemployment in- 
surance, it is proposed to apply the same reasoning 
to private employment that the President’s Unem- 
ployment Conference and Robert Malthus proposed 
with reference to public employment. Public em- 
ployment takes up about ten per cent, we will say, 
of the labor work of the country, counting all of 
the employment that is paid for out of taxes. The 
other ninety per cent is under the control of private 
business. 

The recommendations of the President’s Un- 
employment Conference are certainly an essen- 
tial feature of a program towards stabilizing employ- 
ment, but there should be added an inducement 
to private employers to stabilize private employ- 
ment. 

The Huber Bill, which was introduced in the 
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Wisconsin Legislature in 1921/ is based entirely 
upon the principles and upon the procedure of the 
Accident Compensation Law of that state. The 
accident compensation law goes on the idea that if 
a right of action is given to the working man against 
his employer for compensation on account of acci- 
dent, at a dollar and a half a day during the period 
of his disability, then the employer will install safety 
devices, will build up a safety department, will 
shorten the periods of disability, and will proceed to 
reduce those accidents. 

So with unemployment insurance. If a right of 
action at one dollar a day for thirteen weeks while 
out of work is given to the workingman who is laid 
off through no fault of his own, then the employers 
will stabilize their work, and will set up employment 
departments and get other employers to take on 
their workers when they are compelled to lay them 
off through lack of work. 

The serious point of the so-called conflict of capi- 
tal and labor during the past hundred years has been 
unemployment. The older economists, following 
Ricardo, held that the elasticity of modern business 
was provided for in the rise and fall of prices through 
the law of supply and demand. But they assumed 
that capital and labor were fluid, so that everybody 
was employed practically all the time and all com- 

^This bill received a majority vote in the Senate, but after 
being amended by its opponents so as to remove the exemption 
of employers having less than three employees, the bill was aban- 
doned by its sponsors. 
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modities were on the markets and were being bought 
and sold all the time. If commodities in some di- 
rections were abundant then their prices would fall, 
which meant that the prices of other commodities 
would rise. Then the disparity would equalize itself 
by capital and labor shifting from the low-priced 
and oversupplied industries to the high-priced and 
undersupplied industries. The rise and fall of 
prices through oscillations of demand and supply 
made the system elastic and harmonious. 

Seventy years ago Karl Marx came upon the 
scene with exactly the opposite interpretation. He 
rejected the law of demand and supply, with its 
oscillation of prices, and held that the elasticity of 
modern capitalism is found in the reserve army of 
the unemployed: Just as modern business must 
have a reserve fund in the banks and a reserve stock 
of goods on the shelves and in the warehouses, in 
order to provide elasticity, so it must have a reserve 
army of that other commodity, labor, which it can 
draw upon in periods of prosperity and then throw 
upon its own resources in periods of adversity. 

It was seventy years ago, also, that modern trade- 
unionism started in England and America. It 
started on the same hypothesis of unemployment, 
but it retained the economist’s doctrine of demand 
and supply. There is not enough work to go around, 
because the wage fund is limited, and therefore the 
workman must string out his job; must go slow; 
must restrict output; must spread out the work; 
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must limit apprenticeship; must shorten the hours; 
must share his work with the unemployed, in order 
to take up the slack of unemplo 3 anent and make the 
work go round. 

This theory is not peculiar to labor unions. It 
is the common conviction of all wage-earners, burned 
into them by experience. In an unorganized fac- 
tory, if a man goes in and kills the job, the men touch 
him on the shoulder and say, “What’s the rush? 
What’s the hurry?” Willing, ready, and able to 
work, needing the work for themselves and families, 
there is no demand for their work. Trade unionists 
differ from unorganized labor in that they have 
power to put into effect what the others would do 
if they could. 

And who shall say that they are not right? Two 
years ago business men, newspapers, intellectuals^ 
were calling upon the laborers to work harder; their 
efficiency had fallen off a third or a half; they were 
stringing out the jobs. Then suddenly several mil- 
lions of them were laid off by the employers. They 
had produced too much. The employers now began 
to restrict output. Where labor restricted output in 
1919 and 1920 in order to raise wages and prolong 
jobs, employers restrict output in 1921 in order to 
keep up prices and keep down wages. 

We may condemn the fallacy of making work by 
restricting the amount of work. It is doubtless true 
that labor and capital never can produce too much 
to supply our wants. But laborers and capitalists 



170 THE STABILIZATION OP BUSINESS 

know that they do produce too much to pay wages, 
interest, rents, and profits. 

Thus the two great forces, socialism and trade- 
unionism, have arisen to attack the supremacy of 
capitalism, and each is based upon the greatest de- 
fect of our capitalist system, its inability to furnish 
security of the job. We are accustomed to look 
upon capitalism as a product of the industrial revo- 
lution. We look upon labor and capital as produc- 
tive, meaning by capital the steam power, the elec- 
tricity, the machinery, buildings, railroads of the 
industrial revolution; meaning by labor the manual, 
mental, and managerial abilities of workers and man- 
agers. But this kind of capital and labor does not 
produce wealth. Our enormous production of wealth 
goes back to the business revolution of the seven- 
teenth century. It is found in the enforcement of 
contracts and in liberty to get rich by buying and 
selling. It is the business revolution of the seven- 
teenth century that established our credit system, 
and our credit system is nothing more or less than 
confidence in the future. Modern capitalism over- 
threw feudalism, because it furnished to investors 
security of investments. Without the credit sys- 
tem people would not trust their commodities out 
of their own hands. We might have production of 
wealth without the credit system, but it would be the 
hand-to-mouth production which would turn us 
back to feudalism or Russia. 

Why is it that workingmen in all parts of the 
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world have gotten the idea that they can manage 
business better than the business man? Socialism 
in Europe — Guild Socialism in England — the Plumb 
Plan in America, endorsed in principle almost unani- 
mously, for all big industries, by the last convention 
of the American Federation of Labor, against the 
protests of their seasoned leaders — all agree on this; 
that the workers on the job can manage the produc- 
tion of wealth better than the business men, the 
bankers and the financiers in the offices or on Wall 
Street. Why has this idea spread so widely? 

It is partly this mistaken theory as to what it is 
that produces wealth. They think that it is ma- 
chinery and labor and the engineering profession 
that produces wealth. They do not see that it is the 
credit system. Laborers can produce wealth, but 
they cannot produce it in the enormous abundance, 
and cannot conduct industry on the enormous scale 
required to support modern populations, unless 
backed up by a banking system that furnishes se- 
curity of investments. 

Labor has attempted to operate industry and has 
always either broken down if unsuccessful or gone 
over to the capitalists if successful. The Knights of 
Labor was their last great attempt in this country 
to manage the production of wealth on a cooperative 
basis. It is blindness to history to preach to 
labor that labor as a class can ever manage industry. 
Individuals rising out of the labor class can manage 
industry, but then they become business men and 
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immediately organize a corporation, close the doors, 
and hire the other laborers to work for them. Labor 
as a class remains where it was. Labor as a class 
includes young workers coming into industry; in- 
cludes individuals coming and going; includes those 
who have failed in business; includes immigrants, 
negroes, women, and children. They cannot collec- 
tively manage industry. A few of them, like Lenin 
and Trotsky, will get on top and manage the 
others. 

Most serious, labor as a class can manage industry 
only by popular election of the boss, and no class 
of people, intellectual or manual, can permanently 
be trusted to elect their own bosses. Labor as a 
class, in control of industry breaks down on depreci- 
ation accounts, on reserve funds, on the credit sys- 
tem, on discipline. 

Our capitalist system has grown up, not by pop- 
ular election, but by struggle for profits and natural 
selection. Those who survive are those who can 
make profits and maintain discipline. A democracy 
would never have elected John D. Rockefeller to 
manage the oil business or Andrew Carnegie to man- 
age the steel business. They were self-elected by 
natural selection in the struggle for profits, and they 
came to the front by their superior ability to select 
subordinates, to manage laborers, and to inspire the 
confidence of investors. Anybody would trust his 
savings to John D. Rockefeller, however much he 
denounce him, but nobody would trust his savings 
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in large amounts to the business agents of a labor 
union or to a board of directors elected by the em- 
ployees. It is security of investments and liberty 
to get rich in the struggle for profits, that produce 
our modern enormous wealth. 

Modern capitalism is built also on the doctrine 
of equality as weU as liberty. Yet, considering our 
economic situation, these doctrines are illusions. If 
all people were exactly equal, physically, morally, 
and economically, then nobody could take any ad- 
vantage over anybody else, and it would be perfectly 
safe to have absolute liberty unrestrained by duty. 
But if there is great inequality, then the strong have 
duties corresponding to their inequalities. 

Our capitalist system results in great inequalities, 
and even enlarges the natural inequalities among 
men. It gives enormous power to those who control 
the credit system of the country. Workingmen, tax- 
payers, farmers, are helpless before it. Power brings 
responsibility — responsibility for inflation, respon- 
sibility for the collapse that follows inflation. The 
credit system is founded on the responsibility of busi- 
ness management to the widows, orphans, work- 
ingmen, and retired business men who have put 
their savings into industry. 

But capitalism has failed to give to the wage- 
earner that security of the job which it has given 
to the investor in the security of his investments. 
The wage-earner and the investor are much alike. 
They are passive. They work and wait. They want 
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wages, interest and security. But the business man 
is the dynamic factor. He initiates, plans, overcomes 
risks, takes responsibilities. He is the Captain of 
Industry. The law makes him responsible for the 
security of investments, but does not make him re- 
sponsible for the security of jobs. 

In times past it was important to get people to 
save, and to get them to trust their savings to busi- 
ness men. Now we find that that is less important. 
Business accumulates a large amount of involuntary 
savings out of the margin between wages and prices. 
To-day it is becoming more important to get the will- 
ingness of workers than the willingness of investors. 
As our industrial system grows in size, wage-earners 
who have little or no investments except their labor- 
power are becoming a dominant part of the nation’s 
population. In England perhaps four fifths of the 
population are wage-earners and their families. In 
America they are probably one third. England and 
Europe waited too long before they tried to estab- 
lish security of the job, and now, in the last predica- 
ment, when the wage-earning population is the bulk 
of the population, they find themselves menaced by 
the insecurity of jobs. 

America should take its lesson early. It might 
recognize that, while this credit system and liberty 
to get rich are the foundations of prosperity and 
must be preserved at all hazards, yet, on the other 
hand, it is this very credit system, and this liberty 
to get rich by buying and selling, that are the cause 
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of the disastrous cycles of prosperity and depression 
of the past hundred years. 

Prices rise; profits swell; wages follow, everybody 
is confident and overconfident; speculation- over- 
reaches itself; the future looks more assuring than 
it is; too many buildings and factories are con- 
structed; then the inevitable collapse. Hundreds 
and thousands of workingmen are laid off. Business 
establishments go into bankruptcy or liquidation. 
The credit system breaks down. Then the cycle 
repeats itself. 

Many workingmen and farmers, at the present 
time, are of the opinion that our sudden disastrous 
slump of 1920 was brought about by a conspiracy of 
financiers. Workingmen believe it was a con- 
spiracy to destroy their unions. Farmers believe 
that it was a conspiracy to rob them of their 
property. Yet it does not seem possible that any 
conspiracy could have produced this collapse out 
of a clear sky. Financiers might hurry it up 
or delay it a few days, but could not arbitrarily 
produce it. The causes must be found by go- 
ing back to the year 1919 when the inflation of 
credit was going on. There was no conspiracy at 
that time. It was the overexpansion of 1919 that 
caused the collapse of 1920. Hence any improve- 
ment that looks to the prevention of unemployment 
must go back to the period of inflation and prevent 
the overexpansion that caused the unemployment. 

The three main causes of unemployment are the 
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labor turnover, the seasons, and the credit system. 
The labor turnover as a cause of unemployment is 
not a serious matter. Rather is it a good feature of 
modern liberty. Liberty means labor turnover; it 
means that the worker can quit one job and go to 
another; it means that the employer who is dissatis- 
fied with the inefficiency or misconduct of the em- 
ployee can dismiss him and he can look for a job 
for which he is better fitted. Consequently in the 
Huber bill for the insurance and prevention of un- 
employment, it is provided that the first three days 
of unemployment shall not be considered unemploy- 
ment. The bill places the date of the beginning of 
unemployment compensation the fourth day after 
the workman is laid off. Labor turnover can be 
accommodated on about three days’ time for hunting 
a job if employment is steady. 

The question of labor turnover may not be con- 
sidered a serious feature of the unemployment prob- 
lem. It has other evils, however. It is expensive to 
the employer. Better for him is a steady force of 
good and willing workers, who feel that his industry 
is a place where they want to stay for life. Yet 
there are establishments that go on the other policy. 
They consider it is better for them to have a pro- 
cession of floaters than it is to have steady workers. 
This is a matter of choice, largely, with the man- 
agement. 

The summer and winter seasons are not the most 
serious problem of unemployment. They are a cycle 
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which comes regularly every year. Certain indus- 
tries have a busy period in the summer, others in the 
winter. Consequently, with a regular recurring 
cycle, both the firms and the workmen learn to adjust 
themselves. In some cases the adjustment is made 
by hiring men by the year on a salary basis; in 
other cases by dovetailing industries, such as the 
coal and ice business. If that is not accomplished, 
then there remains the alternative: Pay the worker 
higher wages during the busy season, so that he can 
tide himself over until the following busy season 
which can be calculated upon. The leading example 
is in the building trades in northern sections. The 
building workmen receive high wages, say a dollar 
an hour, but as they work only about eight months 
a year, that dollar an hour is equivalent to only about 
sixty-five cents an hour through the year. The 
building trade mechanic ordinarily does not have 
any other occupation that he can dovetail, so that 
in the busy season we pay him a doUar an hour, 
sixty-five cents of which is wages, and thirty-five 
cents of which is a kind of insurance or retainer, 
in order that he may be on hand the next season 
when we want to open up business. Yet there are 
large building contractors who are learning how to 
spread their work over the year. 

Where the industry does not equalize itself, the 
employer must make some special arrangement in 
order to keep labor steadily employed throughout 
the year. One of the illustrious examples in this 
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country is the Dennison Manufacturing Company, 
of Framingham, Massachusetts. This company 
started as manufacturers of Christmas trinkets. 
Their busy season began in September, when the 
retailers ordered their goods, and ended with about 
three or four months of intense crowding and over- 
work. Then they adopted a definite purpose of 
stabilizing their business. They did it by various 
devices, well known to manufacturers at the present 
time. They coordinated their sales department with 
their production department and it became the busi- 
ness of their salesmen to induce the retailers to order 
in advance, so that the manufacturing could come 
along throughout the year instead of being concen- 
trated in one season. Now they begin manufac- 
turing Christmas cards fifteen months before they 
are actually sold to the ultimate consumer. They 
introduced many other products to which their ena- 
ployees could be transferred, and they trained their 
workers so that they might change from one occupa- 
tion to another or something nearly like it. Now 
they manufacture several thousand different articles, 
and for several years they have had no unemploy- 
ment. They have stabilized their industry by dove- 
tailing and spreading out. It has required ingenuity, 
good management, and good salesmanship, but it 
has been accomplished. 

Modern business can stabilize seasonal employ- 
ment if it is deemed worth while, and can even sta- 
bilize the credit cycle. Mr. Redfield, former Secretary 
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of Commerce, has cited his own case, in the metal 
industries, where since the year 1890 they had not 
laid off a man on account of lack of work. In the 
hard times of 1893 to 1897 it was skating on thin ice, 
and they had great difficulties, but they succeeded. 
It was accomplished through division of labor on the 
part of the management. It was the business of the 
sales department to adapt itself to the work of the 
production department. 

This idea is well recognized. The sales depart- 
ment must be subject to the production department, 
so that rush orders are not taken on that cannot be 
delivered except by an overexpansion of the busi- 
ness, with a certainty that men must be laid off 
after the rush orders have been finished. The cycle 
of unemployment is the cycle of rush orders. When 
credit is good and prosperity is around, people will 
not wait. The business man thinks then that he 
must expand his factory; he must take on more 
laborers, he must get out his orders quickly, or some- 
body else is going to get those orders. 

But more important than the employer is the 
banker as the stabilizer of employment. During the 
recent overexpansion a certain manufacturer applied 
for a loan of $250,000 in order to enlarge the plant. 
The banker turned the application over to the bank’s 
industrial engineer, recently added to the staff, and 
he showed the manufacturer how, by better economy 
and better labor management, he could get along 
without that loan of $260,000. The banker put the 
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screws on the manufacturer. Six or eight months 
afterward, when the collapse came, the manufacturer 
was profuse with thanks to the banker. The service 
of refusing him credit in order to prevent expansion 
was much greater than would have been the service 
of furnishing him credit. 

The banking system, which is the center of the 
credit system, more than the business man who is 
the actual employer, can stabilize industry, and, in 
stabilizing industry, stabilize employment. The 
difficulty is that no one individual can do it alone; 
no bank can do it by itself ; no one business man can 
do it by himself; it is a collective responsibility and 
collective action is necessary. If one person is try- 
ing to stabilize his industry by not overexpanding 
and not taking too many rush orders, he simply 
knows that his competitors will get his business. 
But if all the business men, who are competing with 
each other, know that the banks are treating the 
others in the same way, then stabilization might be 
expected to work. So that the inducement to stabi- 
lize employment, in order that it may be really 
effective, must not only take the example of those 
manufacturers who have pioneered the way them- 
selves, but must interest the entire banking system 
of the state or nation in the plan. 

Now the Huber bill proposes that when an em- 
ployer lays off a man, if the man has had six 
months’ work in the state, the employer shall 
pay him a dollar a day for a period of thirteen 
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weeks, and pay the state ten cents a day additional 
toward expenses of administration. This creates 
a possible liability of about $90, added to every man 
taken on, in case he is laid off through no fault of 
his own, but simply through fault of the manage- 
ment. It means an added liability which the em- 
ployer assumes when he hires a workman, so that, 
under such circumstances, it should be expected that 
when an employer wants to expand, and he ordinarily 
cannot expand except by getting credit, to be fol- 
lowed or increased by stock or bond issues, he will 
go to the bank for additional credit, and the banker 
will necessarily inquire as to what security he has 
that, at the end of these rush orders, he will be 
able to continue the employment or pay that pos- 
sible $90. In other words, the business man and 
the financier together are the controllers of credit, 
and it is the control of credit which can stabilize 
business. The overexpansion of credit is the 
cause of unemplo 3 nnent, and to prevent the overex- 
pansion of credit you place an insurance liability on 
the business man against the day when he lays off 
the workmen. The last employer is made respon- 
sible, but he is required to insure himself, so that 
the industry is made responsible. 

As to the practicability of a proposition of this 
kind, unemployment insurance is already in exist- 
ence in seven or eight countries, with a somewhat 
different system. It was started some twenty 
years ago in the canton of St. Gall, Switzerland, with 
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a system which broke down because wrongly con- 
ceived. It then spread to Belgium, where it has been 
in operation for some twenty years; then to Denmark 
some fifteen years ago; then England took it up on 
the grandest scale yet known. It applied in England, 
some ten years ago, to two million workmen, but 
since the war the number has been increased until 
the law applies to twelve million workmen. Italy 
followed the example of England. Norway has es- 
tablished the system. It appears that the industrial 
unrest in England and Denmark would before now 
have brought revolution had it not been for this 
unemployment insurance. By taking note of the 
experience of these countries, it is possible for Amer- 
ica to improve upon their systems. 

The defects of the European systems seem to be 
twofold: In the first place the State goes into the 
insurance business and operates an insurance fund, 
and in the second place the finding of jobs is left 
largely to the trade unions. 

The system which was started in St. Gall broke 
down in two years. It provided for compulsory in- 
surance on every workman. The workman was to 
insure himself. The state did not contribute and 
the employer did not contribute, but the workman 
was assessed and he had to pay into a state fund 
for his own benefit in case of unemployment. The 
result was that workmen began to leave the canton. 
The system broke down. 

It was next taken up about fifteen years ago in 
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the city of Ghent, Belgium. A different feature was 
added. It provided that if any association of work- 
men of a voluntary character should be organized 
for the relief of unemployment and the accumula- 
tion of a fund, the city of Ghent would add one 
half of the amount that the association paid out. 
In other words, the city of Ghent subsidized the 
trade unions, which were the only organizations 
that could take advantage of the law. They already 
have their out-of-work funds; they already have 
their employment offices, their business agent to 
find jobs, and the city of Ghent comes to their aid, 
subsidizing them by paying practically one half the 
amount that the union itself had paid. Apparently 
the only reason why that system has worked in 
Ghent and has spread over Belgium is because cer- 
tain individuals have given very great and careful 
attention to it. 

When the same system, applied in Denmark, had 
resulted in great abuses, and the law was revised 
in 1920, it was provided that the unions should no 
longer decide whether a man was entitled to com- 
pensation benefit or not. A state officer was 
appointed whose business is that of an umpire to 
decide as between the union and the State. The 
practice of subsidizing the union was continued, but 
the provision took out of the hands of the unions the 
decision as to whether the union is entitled to the 
state subsidy or not. 

When England took it up, ten to fifteen years after 
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these other countries, she adopted an entirely new 
idea: that the three parties were to contribute. The 
workman was to contribute something like five 
cents a week, the employer five cents a week, and the 
state two and a half cents a week. This money was 
to be put into a state fund, operated by the Govern- 
ment. But England retained the feature that if a 
trade union was paying out-of-work benefits it could 
present a bill to the Government showing the 
amount of money it had paid out and the Govern- 
ment would refund to the union the amount called 
for by the insurance scheme. 

These theories and practices in Europe have been 
based upon the idea, first, that unemployment is 
something that cannot be prevented, that it is some- 
thing inevitable, and that, this being the case, a 
philanthropic system to aid working people when 
out of work should be established; second, that the 
State should both contribute to the fund and operate 
the insurance business. The defects and failures of 
the European systems resolve themselves into this: 
they placed the responsibility upon the wage-earners 
and upon the State instead of solely upon the em- 
ployers. St. Gall placed the responsibility solely 
upon the wage-earners. The experiment broke 
down within two years. The Ghent system placed 
the responsibility on the wage-earners, but added 
state or municipal subsidies. England followed, but 
placed the responsibility jointly on wage-earners, 
the State, and the employers. 
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But neither the wage-earners nor the State can 
prevent unemployment. All that they can do is 
partly to relieve it. Hence their experiments are 
paternalistic, socialistic, and philanthropic. But 
the business-like way of doing it is to place the 
responsibility on the business men, who alone are 
in a position to prevent it. 

This is our modern idea of social insurance, as 
we have learned from the accident compensation 
laws. Twenty years ago, when St. Gall, in 
Switzerland, placed the entire burden upon the la- 
borers, the theory of insurance was that of provid- 
ing against an inevitable accident caused by forces 
over which man had no control. In fact, economists 
have very largely contributed to that misapprehen- 
sion. A fapious British economist demonstrated 
that business cycles and the periodicity of unemploy- 
ment were caused by changes in the spots on the sun; 
as the sun-spots came around every eight or nine 
years, so prosperity and depression came. Recently, 
an American economist finds that the planet Venus 
goes around a cycle in eight years, and, what is 
curious about Venus as compared with the earth, 
she always keeps her face to the sun, so that when 
she has her back toward us, we have hard times, 
and when her sunny side is toward us, we have good 
times. 

Well, agriculture may be subject to the moods of 
Venus and the spots on the sun, but it is our credit 
system, our business system, which causes indus- 
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trial unemplojonent — ^the overexpansion in pros- 
perous times, the facility of getting credit from the 
banks when profits look promising, the overconstruc- 
tion and overbuilding in prosperous times. And, 
then, we find that all industries have a very large 
amount of excess plant, of excess construction, much 
more than is necessary to supply the entire needs 
of the nation or market if they were continuously 
operated through the year. The cause of that is in 
our credit system. It is easy to get credit, easy to 
get advances, if you have a prospect of profit. And 
it makes it possible to have overexpansion. If we 
were going to prevent the underemployment and in- 
duce business men to shift their employment over 
further into the probable dull seasons and dull 
periods, we would naturally begin with the credit 
system and with a pressure that would reach the 
bankers. 

It is quite natural that the working people of Eng- 
land should take the ground that it is not insurance 
they want, it is employment that they want. They 
have exhausted their reserve fund. The State has 
had to come to their aid and contribute great direct 
appropriations, or “doles,” as they call them. But 
the working men of England are not inclined to give 
up the unemployment insurance. They want some- 
thing added to it which shall provide employment. 
They do not want insurance, they want employment. 
So it comes back to the question. Who is responsible, 
who is in a position and able to furnish the employ- 
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ment, if the right inducement is presented? Much 
of the American criticism of the British law con- 
fuses the “doles” just mentioned with the unemploy- 
ment insurance. When the Armistice was signed in 
1918, unemployment insurance then covered only 
a portion of the workers threatened by unemploy- 
ment by the shift from war to peace-time industry. 
In the emergency the Government appropriated the 
doles out of the taxes. These doles, moreover, were 
a much larger part of the lost wages than that pro- 
vided in the insurance, and thus tended to encourage 
malingering. The criticism of the British unemploy- 
ment insurance is really a criticism of the doles 
and not of the unemployment insurance. Yet both 
the doles and the insurance are based on the theory 
of poor relief and are an extension of the poor law, 
rather than a business system of preventing unem- 
ployment by placing the burden solely on employers. 

The Huber bill, introduced in Wisconsin, like the 
Shattuck bill in Massachusetts, abandons the idea 
that the state can operate it, or that anything per- 
manent can be accomplished by doles or philan- 
thropy. It starts on the idea that the modern busi- 
ness man is the only person who is in the strategic 
position and has the managerial ability capable of 
preventing unemployment. In other words, the sys- 
tem proposed is exactly like that of the workmen’s 
accident compensation law of this state. Mutual 
insurance companies are created, operated, and man- 
aged solely by the employers. These companies are 
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created upon the same principle as the state’s acci- 
dent compensation law. The employers estabhsh 
their own premiums, supervised by the state insur- 
ance board; they pay out the benefits to the work- 
men, exactly as they pay out the benefits under the 
accident compensation law. The only difference is 
that, instead of the doctor who cures the man of acci- 
dents, the bill provides an employment officer who 
finds the man a job. The system avoids the social- 
istic and paternalistic schemes of Europe. It is a 
capitalistic scheme. It avoids the socialistic scheme^ 
in that the state does not go into the insurance busi- 
ness; it avoids the paternalistic scheme of paying 
out relief for an inevitable accident. It induces the 
business man to make a profit or avoid a loss by 
efficient labor management. It places the compensa- 
tion so low that the workman has no expectation of 
more than enough to pay his rent. 

If we may judge from what employers have done 
in the case of the accident compensation law, we 
may predict what they will do under an unemploy- 
ment compensation law of this kind. When the 
state of Wisconsin enacted its accident compensa- 
tion law, it tied it up with an accident prevention 
law and placed both laws under the administration 
of the State Industrial Commission. 

The Industrial Commission then made a search 
throughout the country to find the best man for 
the prevention of accidents. They found C. W. Price 
of the International Harvester Company and sue- 
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ceeded in inducing him to come into the state and 
take up the work of accident prevention. This was 
done even before the compensation law went into 
effect. Mr. Price organized the accident preven- 
tion work; he started the safety movement. He 
started organizations in the shops and in commu- 
nities. He established safety committees by which 
the employers themselves, along with their engineers 
and their workmen, drew up safety rules. The In- 
dustrial Commission law provides a place for these 
advisory committees. If one examines the three 
hundred pages of the labor law of the state, he will 
find that the legislature enacted only one hundred 
pages and these advisory committees of employers 
and employees drafted two hundred pages. These 
were then issued as “orders” by the Industrial Com- 
mission. Two thirds of the labor laws of the state 
are actually made by the men in the industries, who 
must obey the laws and who therefore frame them. 
The legislature simply has given to the Industrial 
Commission the power to make these rules and or- 
ders, and has authorized the commission to bring 
in the employees and safety experts to assist in mak- 
ing them. 

The unemployment compensation bill follows 
along the same line. We can safely predict how it 
will work. At the time when the accident compensa- 
tion law went into effect one of the large firms of the 
state came to the Industrial Commission with the 
alarm that the law would increase their premium 
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for employers’ liability from $5,000 a year to $22,000 
a year. The insurance company had put up their 
premium to that figure under the new law, and the 
claim agent had figured it out the same. The com- 
mission asked them why they did not adopt the 
“safety first” movement; why they did not convert 
their claim agent into a safety expert ; why they did 
not equip their plant with safeguards and teach their 
workers “safety first.” They took the idea and 
equipped their establishment “fool proof.” The 
first year, instead of paying $5,000, or $22,000, on 
account of increased cost of premiums, they paid 
only $2,500 on account of industrial accidents. They 
made money by the new law. 

It is amazing what business can accomplish when 
it has a sufficient inducement. If there is enough 
money in it, it can accomphsh more than any other 
agency. At the present time the business men of 
this country have formed their great National Safety 
Council. They have taken Mr. Price away from 
Wisconsin and have taken three or four other em- 
ployees of the Industrial Commission who have 
made names as safety experts. They have put them 
in charge of this National Safety movement, and 
they are carrying on throughout the nation, not only 
in the factories but on the streets and in the schools, 
a great safety campaign. They have taken these 
people away from the state, because the state will 
not pay high enough salaries. Public business will 
always be more inefficient than private business, be- 
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cause, as a man becomes efficient in public business, 
he either gets fired on account of politics or the busi- 
ness man hires him and pays him a bigger salary. 
These former employees of the Industrial Commis- 
sion are now paid three to five times the salary paid 
by the state. 

The manufacturers of the nation, with their 
help, are now doing more for safety than all 
the legislatures, all the labor organizations, all the 
philanthropic associations, ever thought possible, 
simply because they make money by doing it and the 
others do not. They even operate safety campaigns 
on the streets and in the schools, indirectly reducing 
accidents in the shops. The employer was probably 
never legally liable for more than a third of the acci- 
dents in the shops. The hazard of the industry and 
the carelessness of workers and fellow workers caused 
the other two thirds. Yet the employer was made 
responsible for all the accidents. He knows how to 
“sell” safety to the public and to his own employees, 
and to turn safety into profit. 

Likewise, in Wisconsin, the State Employers’ 
Mutual Liabihty Insurance Company has taken over 
actuaries and safety experts from the Industrial 
Commission, at higher salaries. At the hearings on 
the Huber bill, a leading employer, while opposing 
the bill, showed how it would work. He figured that 
the proposed law would cost his firm $50,000 a year. 
If it should go into effect he would not trust the 
state employment officers — ^he would hire his own 
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employment manager to find jobs for his men when 
he laid them off. 

This is the business way of looking at it. The 
state will pay low salaries to men responsible for 
spending $20,000,000 a year, because the people can- 
not measure inefficiency, and the legislature can save 
the state from bankruptcy out of the pockets of the 
taxpayers. But the business man, who must meas- 
ure inefl&ciency by bankruptcy in dollars and cents, 
will pay an employment manager two to five times 
the state salary in order to save $50,000 a year. 

Incidentally, eflScient employment management, 
as it has come to be known during the past ten years, 
may be expected to make money for employers under 
an unemployment compensation law if organized 
like their safety work. The reduction of labor turn- 
over, the dovetailing of jobs, the training of em- 
ployees for different jobs, the training of foremen 
in handling men, the selection, promotion, and trans- 
fer of employees, the spreading out of the overhead 
expense, the cultivation of willingness, the improved 
morale of steady workers, all belong to this new pro- 
fession of the “industrial engineer.” The saving 
effected by the new efficiency of this new profession 
may be expected to exceed the cost of the unem- 
ployment compensation which both makes it neces- 
sary and opens up a wider field for it. All that they 
need to do in addition is to transfer employees from 
one industry to another, as the Multigraph Company 
has begun to do. 
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In Cleveland, Ohio, there has recently occurred 
an experiment in unemployment insurance. The 
Ladies’ Garment Industry is highly seasonal, run- 
ning from thirty to forty weeks a year, divided into 
two seasons. By agreement with the labor union, 
the associated employers guaranteed forty weeks’ 
work and one week’s vacation with pay and set up a 
fund of seven and a half per cent on the pay roll 
during the forty weeks’ period, out of which to pay 
two thirds of the union minimum rate for the bal- 
ance of the forty weeks if they laid off their workers. 
One firm had accumulated $15,000 in this fund, held 
by a trustee. Its work for the season had come to 
an end. But the firm figured on a big contract which 
they could take at a loss of $5,000, but which would 
keep their force employed until the end of the forty 
weeks. This contract would not otherwise have 
been let at all, hence it did not take work from any 
other laborers. This Cleveland firm took the con- 
tract, lost $5,000, but got back the $15,000 from the 
insurance fund. What happened, it will be seen, 
was that the company set aside a part of its profits 
during the prosperous season in order to operate at 
a loss during the dull season, and thus avoided pay- 
ing out unemployment relief to unemployed workers. 
It carried out the demand of the British workers in 
that they do not want unemployment insurance, 
they want employment — ^but it was the unemploy- 
ment insurance that induced the employer to furnish 
the employment. 
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The Cleveland employers and employees have 
gained in another direction. The prospect of a guar- 
anteed period of employment played an important 
part in influencing the union to accede to the adop- 
tion of production standards, set under the joint 
supervision of the union and of the manufacturers’ 
association. The system of standards combines a 
minimum rate, plus additional earnings proportioned 
to individual output. A report of the industrial en- 
gineers employed jointly by the employers and the 
union, shows that under standards the output of 
workers on piece-work increased fifteen per cent and 
the output of workers on week-work increased forty- 
seven per cent. When the agreement was renewed 
the second year, the period of guaranteed employ- 
ment was changed to forty-one weeks without paid 
vacation. 

In accordance with the lesson of this experiment 
the Huber bill, as amended, provides that seasonal 
industries may be classified by the Industrial Com- 
mission, so that instead of insurance over a period 
of fifty- two weeks, each seasonal industry may be 
insured only for the reasonable period during which 
that industry operates. As experience is gained the 
commission can lengthen the season. This amend- 
ment corrected the principal point of objection to 
the Huber bill. 

Consider, too, how much increased eflfleiency em- 
ployers get by having a steady force of workmen who 
can feel that it is practical for them to buy their 
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homes. Under our present system it would usually 
be a mistake for workmen to buy homes. Home 
ownership ties the workman down to the job. It 
ties him to the locality and he loses his power of 
movement when unemployed. Under a system of 
stabilizing employment the workman can afford to 
engage in home building, his main inducement to 
thrift. 

This increased efficiency and thrift and spreading 
out of overhead expense is the answer also, in part, 
to the objection that one state cannot pioneer the 
way, on account of interstate competition. Such ob- 
jections did not hold back accident compensation 
laws. The increased efficiency in avoiding accidents 
may be repeated in avoiding unemployment. But 
this objection has a certain validity and can be met 
in full only by introducing the system gradually. 
Certain transitional measures are required. A pre- 
ventive measure cannot prevent a condition already 
existing. Hence a revision of the Huber bill provided 
that the law should not go into effect until a finding 
should be made by the Industrial Commission that 
business conditions are improving and workmen are 
being reemployed in reasonable numbers. That is 
the time when companies begin to set aside their re- 
serve funds for investors and they can then set them 
aside also for unemployment. Then, too, they begin 
to pay their premiums to the mutual insurance 
company. 

Further than this, there is no actuarial experience 
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on which to base premium rates. The best statistics 
are from Massachusetts. They show that in the 
factories of that state, over a period of twenty-five 
years, the amount of unemployment averaged about 
five weeks a year. It went as high as thirty per cent 
in the years 1893 to 1897 and as low as two per cent 
in the best years. The average was about ten per 
cent. That is almost the only existing basis for cal- 
culating premium rates. 

Consequently, an initial period of three years 
is provided in the revised Huber bill, during 
which the maximum period of compensation is 
fixed at six instead of thirteen weeks. And fur- 
ther, if, during this initial period, the reserves 
of the insurance company run low and menace the 
solvency of the company, the Industrial Commission 
is authorized to shorten the period to even less than 
six weeks, in order to protect the solvency of the 
company. This feature is taken from the insurance 
plan of the Dutchess Bleachery. 

For the purpose of working out the rules and regu- 
lations, a State Advisory Board of employers and 
employees is provided. This has been the method 
by which, as already mentioned, the safety and sani- 
tation orders, the minimum wage orders, the appren- 
ticeship rules, and other orders of the Industrial 
Commission were made. So the unemployment 
compensation bill provides a framework, and leaves 
the details to the employers’ insurance company and 
the advisory committee of employers, employees, and 
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employment managers, under supervision of the ex- 
isting state authorities. 

The duty of the latter is simply to see that the law 
is carried into effect and to decide disputes. The 
employers and employees themselves make the rules 
and the state acts as umpire. The eleven state free 
employment offices are already managed in some 
cases by these joint committees, cooperating with the 
State Commission, and no material change is needed 
in their administration. They become mainly re- 
cording officers for the unemployment compensation 
law, since the employers do a large part of the job- 
finding themselves through their employment man- 
agers and their insurance companies. 

Then the law would naturally give a certain lee- 
way. If the employer reduces his hours of labor 
to, say, four or five days a week all round, at the same 
rates of pay, instead of laying off anybody, it would 
not be counted as unemployment. Many employers 
already do this. They would not pay the unemploy- 
ment compensation. And in making these decisions 
the state umpire is aided by representatives selected 
by the employees and by the employers and the 
trade unions, so that there may be little or no com- 
plaint of injustice. 

At this point is the only serious objection that I 
have heard from the standpoint of labor. It is 
feared that a law of this kind would give government 
officials an obnoxious power of supervision over 
wage-earners. But it would not do so. What is 
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proposed is that when an employee is laid off for lack 
of work he shall have a right of action against his 
last employer for unemployment compensation. If 
the employer pays it, nothing further occurs. If 
the employer declines, then the employee appeals, 
not to the courts, but to the umpire appointed by the 
state. Only the State Supreme Court finally decides 
on questions of law and jurisdiction. This is exactly 
the procedure in most of our accident compensation 
laws. In the Huber bill most of the rules and regu- 
lations, the interpretations of the law and the pro- 
cedure, are taken from the British system. The 
British system was established in 1912. It was re- 
vised in 1920, and these particular rules and regula- 
tions were not materially changed. They had been 
working satisfactorily for eight or nine years and 
are now continued. 

In the first place, a worker under the British rules 
is not entitled to compensation benefits if he leaves 
his work of his own accord or if he is discharged be- 
cause of inefficiency or misconduct. He is not en- 
titled to compensation if the unemployment is 
caused by strikes or lockouts, either in his own shop 
or in related shops. No strike or lockout entitles a 
person to the unemployment benefit. He is required 
to accept a job which is offered to him through the 
public employment offices, a job which must be sub- 
stantially equivalent in compensation and condi- 
tions to the one which he has, and not too remote 
from his home. Yet if traveling expenses are paid 


UNEMPLOYMENT — PREVENTION AND INSURANCE 199 

by the employer he can be required to take a remote 
job, or forfeit his compensation. Of course he can- 
not literally be compelled to take the job, but if he 
does not take it his unemployment compensation 
ceases and the employer’s liability is discontinued. 

The workman must apply to these public employ- 
ment offices for vacant jobs, and the employer must 
report any jobs which he has looked up with other 
employers. The public employment office becomes 
a registration office. There is at every employment 
office a board of arbitration to settle disputes. If 
the workman claims compensation and the employer 
denies it, the claim can be taken up by a board 
appointed by the government, consisting of one em- 
ployer, one employee, and a third party. The em- 
ployment officer in the first case makes a record as 
to what the job is and he then notifies the employer 
whether the man is entitled to compensation or not. 
If the employer objects, he can appeal to this board, 
which meets every Saturday in an informal way at 
the employment office. If the workman objects he 
can appeal to the board of three, and finally, if that 
does not settle the claim, he can appeal to an um- 
pire. 

In England they have one umpire to settle all 
of these cases on appeal, and during the first four 
or five years there were only fifteen hundred cases 
appealed to this umpire. Any person, reading the 
decisions of that umpire, can easily ascertain how the 
law worked, for there are interpreted all the points 
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as to whether the person is entitled to the unemploy- 
ment benefit or not. 

Finally, if the employer or the state emplo5Tnent 
office is not able to find a job for his workmen he 
falls back on his insurance fund. The United States 
Steel Corporation has been paying dividends during 
the period of depression out of its reserve fund set 
aside during the period of prosperity. Investors are 
made secure by an insurance fund for dividends. It 
is just as important that laborers should be made 
secure by an insurance fund for wages. Already the 
Dutchess Bleachery and the Dennison Manufac- 
turing Company have started such a fund.^ An un- 
employment reserve fund has many advantages over 
profit-sharing, stock-sharing, or similar devices in- 
tended to interest workers in the prosperity of the 
business. Wage-earners do not appreciate profits 
and profit-sharing — they want wages every week and 
security for the future, just as investors want interest 
and security. 

In any proposition of this kind there are two ques- 
tions. Is it practicable? Is it desirable? The fore- 
going has indicated its practicability. It is based 
on the knowledge gained from the experience of vari- 

^See American Labor Legislation Review, VoL XI, No. 1, 
March, 1921 ; also article by Wm. J. Mack on “Safeguarding Em- 
ployment: The ^Cleveland Plan’ of Unemployment Compensa- 
tion” in American Labor Legislation Review, Vol. XII, No, 1, 
March, 1922; also 24-page reprint “Experience of American Em- 
ployers Favorable to Unemployment Compensation,” published 
by the American Association for Labor Legislation, New York 
City. 
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ous European countries and upon our experience 
with accident compensation. But, is unemployment 
insurance desirable? 

Our modern capitalistic system has been based 
upon the liberty of the employer to conduct his busi- 
ness in his own way. In the last twenty-five or 
thirty years, we have begun to add responsibility to 
capitalism. We have added responsibility in the case 
of child labor; we have added responsibility in some 
places, as to the minimum wages; we have added 
responsibility as to accidents. All of these are in- 
tended to preserve our capitalistic system by pro- 
tecting it at its weakest point. 

We used to hear, fifteen years ago, the labor 
spokesmen on the streets condemning their em- 
ployers, the capitalists, on account of the profits 
that they made out of the flesh and blood of the 
working people. The Accident Compensation Law 
has removed that bitterest point of struggle be- 
tween capital and labor, and it was the greatest 
step which has been made to preserve our capital- 
istic system. But we do hear now that capitalism 
makes its profits out of the poverty and the misery 
of unemployment and the reserve army of the un- 
employed. 

We have this great menace to our industries to 
meet. Europe has waited until eighty per cent of 
the population are wage-earners. As is well known, 
countries of Western Europe have been compelled to 
contribute directly out of their taxes, in order to 
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prevent revolution. America has only reached the 
point where about a third, or forty per cent, of her 
population are wage-earners. A growing proportion 
is becoming wage-earners. It behooves us, then, if 
we believe that the capitalistic system is necessary 
for the production of wealth, if we believe that any 
system which proposes to turn over our industries 
to labor as a class, or ,to pohtics, or to politicians, 
must fail, if we believe, as compared with that sys- 
tem, that our capitalistic system is the essential 
method by which enough wealth can be produced to 
feed the nations, it behooves us then to take a step 
further, and make capitalism protect itself at its 
weakest point. 

It is our credit system that produces wealth; it 
is our enforcement of contracts, it is the confidence 
that the investor has in the security of his invest- 
ments, which is the foundation of our capitalist sys- 
tem. Not until our governments reached the point 
where they recognized contracts and enforced se- 
curity of investments did we have our modern pro- 
duction of wealth. 

It is an interesting fact about the large industries 
of Wisconsin, and I presume it is so with many 
others, that the business establishments in our state 
of any size worth while have fallen out from under 
control of our local business men and are now con- 
trolled by the financiers and bankers of the East. 
A great many, and the largest part of our big indus- 
tries, our railroads, our manufacturing industries, 
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sometimes an entire industry, are now controlled 
from the East. In other words, modern business is 
controlled by absentees. 

What is the method, then, by which the several 
states can bring home to this absentee control the 
importance and significance of this instability of 
employment? One of these large firms in a small 
town of fifteen thousand population during this 
recent period of overexpansion, brought in negroes 
from the South, brought in farm hands from the 
farms. They increased their force to about five 
thousand people. They had prospects of enormous 
profits. Then suddenly, without warning, they laid 
off practically five thousand men, to be taken care 
of by that small town of fifteen thousand people. 
There was no sense of responsibility on the part of 
that corporation to the people of Wisconsin, to the 
citizens and taxpayers, and no sense of responsibility 
to the working men whom they had pulled in from 
the farms and pulled in from the South. But, if we 
had had a system by which for every man taken 
on during this period of expansion the employer 
would have assumed a new liability of a dollar a day 
for thirteen weeks after he laid him off, then when 
he began to expand and draw in farmers and negroes 
from over the country and went to his banker for 
the necessary credits, a banker would obviously in- 
quire whether he would be able to take care of those 
five thousand employees whom he had brought in 
from the outside. 
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The unemployment compensation law operates, 
then, on the absentee financial interests. It brings 
home to the investors and to the bankers who are 
the ones who formulate our labor policy and control 
our industries the importance of the public purpose 
which the State of Wisconsin or any other State 
must necessarily have in stabilizing employment. 

The investor and the wage-earner are in much 
the same position. They are the two passive ele- 
ments in society. The investor is not a business 
man. He may be a retired business man, but he is 
not a business man. He is waiting for the business 
man, stimulated by the prospect and risk of profits, 
to offer him a safe investment. And the working 
man is not a business man. Labor as a class cannot 
manage industry ; individuals rising out of the work- 
ing class can manage industry but they cease to 
be wage-earners — they become business men. Our 
system consists in having our industries controlled 
by those who, through the struggle for profits, rise 
out of the working class and show themselves able 
to manage industry and to give security to investors. 
It is important, now that the willingness of labor 
throughout our Western civilization needs to be en- 
couraged, that, having established security of in- 
vestments as the foundation of our capitalist sys- 
tem, we should establish security of jobs for the per- 
petuity of that system. 

I do not say that unemployment insurance is 
alone enough to stabilize industry. There is needed 
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also a stabilization of the currency, that is, a stabi- 
lized price level. Yet if, at the time of the business 
expansion two years ago the employers, bankers, 
and financiers had been faced by the responsibility 
of unemployment insurance, the expansion would 
not have been so great nor the collapse so disastrous. 
Furthermore, if unemployment cannot be wholly 
prevented, the Huber bill provides that the employer 
shall take care of a small part of the expense — one 
dollar a day for thirteen weeks. The laborer con- 
tinues to bear the bulk of the cost. Unemployment 
is already a huge cost on laborers and communities 
that must support the unemployed. Unemployment 
insurance is a means of better distributing the cost 
— not a means of increasing the cost. But it ac- 
complishes the great purpose of bringing home to 
the bankers, the financiers, the absentee investors, 
who control and make their profits out of modern in- 
dustry, the responsibility of capitalists for the same 
security of the job which the nation and the state 
already obtain for them in the security of their 
investments. 


CHAPTER V 



THE COORDINATION OE PRODUCTION AND 
MARKETING 

Lionel D. Edie 

The process of transition to a business era of mod- 
erate cyclical changes and of reasonably stable pros- 
perity is a matter of change in fundamental economic 
policies. The extremes of prosperity and depression 
to which business is accustomed must be understood 
as the natural and the inevitable outcome of the 
basic business policies of the nation. These basic 
business policies are the status quo in industry, and 
as the status quo they have the force of custom, 
habit, tradition, and fixed institutions. A business 
system fitted to a purpose of stabilization is attain- 
able only through a process of gradual and compre- 
hensive evolution in fundamental economic policies. 
There is reason to believe that such a fundamental 
change is already definitely under way, — in fact, it 
does not seem inaccurate to describe the current 
decade as an era of gradual transition toward busi- 
ness stabihzation. 

An indispensable part of the technique of busi- 
ness stabilization is the proper coordination of two 
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great branches of economic activity — production and 
marketing. Professor F. W. Taussig introduces his 
analysis of crises in this way: ^ 

“Two great sets of phenomena will be considered 
— ^industrial crises and financial crises. It would 
perhaps be more accurate to say, not that two sets 
of phenomena will be considered, but that two phases 
of one and the same phenomenon will be. The in- 
dustrial and financial collapses are closely con- 
nected.” 

The present chapter on production and marketing 
concerns itself chiefly with the industrial phase of 
the phenomenon. Of this phase Taussig makes this 
further observation: 

“Remedies or at least palliatives for the financial 
panic are easier to find than those for the larger 
cycles of industrial depression. For the grave evils 
which flow from the industrial aspects of the crises 
it is much harder to find a remedy.” ® 

A similar distinction is made by Governor W. P. 
G. Harding of the Federal Reserve Board, viewing 
the problem from the standpoint of practical finance: 

“Recent events emphasize the fact that the Fed- 
eral Reserve System can neither produce nor neutral- 
ize economic forces, but can only endeavor to mod- 
erate their ruthless effects on the economic fabric 
of the country.”® 

Professor Melvin T. Copeland stresses the signifi- 

^ “Principles of Economics” (1913 ed.), Vol. I, pp. 400, 425. 

^Ibid., Vol. I, pp. 400, 425. 

’Federal Reserve Bulletin, 1921, Vol. 7, p. 671. 


208 THE STABILIZATION OF BUSINESS 

cance from the standpoint of business administra- 
tion of the same industrial forces: 

“I take it that our business depressions are due 
fundamentally to unbalanced production and dis- 
tribution. From time to time too meat a strain is 
placed upon a portion of our productive facilities 
with the result that our whole business machinery is 
thrown out of gear. Although crises are manifested 
most strikingly in the financial field, which serves 
to bind together the whole business world, they have 
their roots and causes in industrial conditions.” ^ 

This industrial phase of cycles, the general unbal- 
ancing of production and distribution, has one of its 
main causes in the tendency of production to become 
decreasingly efficient as prosperity advances toward 
a peak. The operating efficiency of industry is sub- 
ject to severe fluctuations which act as basic causes 
for the downfall of prosperity. As observed by the 
President’s Conference on Unemployment in 1921 : 

“The peak periods of boom are times of specula- 
tion, overexpansion, extravagance in living, relaxa- 
tion in effort, wasteful expenditure in industry and 
commerce, with consequent destruction of capital. 
The valleys are marked by business stagnation, un- 
employment, and suffering. Both of these extremes 
are vicious, and the vices of the one beget the vices 
of the other. It is the wastes, the miscalculations, 
and the maladjustments grown rampant during 
booms that make inevitable the painful process of 
liquidation.” ‘ 

^ Federal Conference on Business Reporting, February 22, 1921 ; 
also Quarterly Journal of Economics, Vol. 29, p. 562. 
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It is idle to expect a genuine degree of stabiliza- 
tion of business until operating efficiency can itself 
be reasonably stabilized. As business has been ac- 
customed to run, it has been painfully true, as Her- 
bert Hoover remarks, that “half our trouble in in- 
dustrial crises runs back to the necessity of squeez- 
ing the waste out of industry.” 

How great this waste and inefficiency is cannot be 
ascertained with close accuracy. It varies sharply 
from industry to industry and from plant to plant. 
The effect upon the total volume of production is 
summarized from elaborate statistics of production 
by A. C. Miller of the Federal Reserve Board as 
follows : 

“Beginning about midyear, 1919, and extending to 
the end of the year, there was a pronounced expan- 
sion of business accompanied by great speculative 
activity involving commodities as well as securities. 
Increased activity of business (rapidity of turnover) 
and rise of prices were the important factors in this 
development. The index of the physical volume of 
production (for manufactures) shows no noteworthy 
change during this interval.” ^ 

The almost furious industrial energy of a boom 
period spends its excesses in wastes and inefficiencies, 
in speculation and extravagance, and fails to result 
in anything like a proportionate rise in the country’s 
total production of actual goods. If the efficiency 
of management were stabilized the hectic efforts of 

'^Annals of the American Academy of Political and Social 
Science, January, 1922, pp, 144, 149. 
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great prosperity would be unnecessary, and if enough 
concerns were capably managed all of the time, a 
major step toward the prevention of violent depres- 
sions would have been taken.^ 

For this purpose, the average business needs some 
fairly definite index of managerial efficiency. Such 
an index must provide the business executive with 
a picture of his costs of doing business, so that he 
can know when a particular item of cost is becoming 
excessive, how large a waste is involved, and the 
phase of the business organization which is suffering 
from the conditions of inefficiency. Probably indus- 
trial engineers would almost without exception agree 
with M. L. Cooke that “the cost factor is the best 
measure of performance known.” ^ There is no doubt 
in the minds of progressive and capable managers of 
the soundness of E. N. Hurley’s assertions that “in- 
telligent cost accounting lies at the basis of efficient 
management” and that “inefficient practices in our 
industries . . . are almost invariably due to lack of 
adequate information.” ® 

As a matter of actual fact, industry at large is de- 
plorably remiss in its utilization of an adequate cost 
index of managerial efficiency. Probably the most 
competent body of authority to estimate this de- 

^ See Review of Economic Statistics, September, 1920, and Feb- 
ruary, 1921; also American Economic Review, March, 1921, and 
Supplement, March, 1922. 

^Annals of American Academy of Political and Social Science, 
November, 1919, p. 205. 

®“The Awakening of Business,” pp. 3, 25. 
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ficiency in American industry is the Federal Trade 
Commission. Before and during the war this Com- 
mission made elaborate and comprehensive studies 
of the extent to which cost systems are applied in 
industry. In 1916, the Chairman of the Commission, 
E. N. Hurley, found as the result of a survey of 
260,000 corporations that “only ten per cent of our 
manufacturers and merchants know the actual cost 
to manufacture and sell their products; forty per 
cent estimate what their costs are; and fifty per cent 
have no method, but price their goods arbitrarily.” 
Mr. Hurley therefore declared: “The inadequacy 
of cost accounting systems in American factories is 
astonishing. Better methods of cost accounting is 
the first and greatest need of American manufac- 
turers to-day. It underlies all the needs.” ^ 

Some progress was made in the direction of bet- 
ter cost accounting during the war period. How- 
ever, the Chairman of the Federal Trade Commis- 
sion in 1919, W. B. Colver, reported that as a result 
of cost studies made in the main industries of the 
country, with an investment value of $20,000,- 
000,000, the Commission had found “frequent and 
great deficiencies in the accounting methods em- 
ployed by mining and manufacturing concerns and 
especially in cost accounting methods.” ^ In 1921 
the Committee on the Elimination of Waste in In- 

^ Ibid.j pp. 3, 15; Engineering Magazine, Vol. 51, pp. 322-25. 

^Annals of the American Academy of Political and Social 
Science, Vol. 82, pp. 301-5. 
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dustry, appointed by the Federated American En- 
gineering Societies, reported: “The majority of the 
industrial plants studied lack a knowledge of costs 
and have no cost control. Therefore there is no 
adequate method of judging fairly and accurately 
when improvements are needed and when waste is 
occurring.” ^ Although this deficiency is apparent 
throughout industry, it is most glaringly in evidence 
among the smaller concerns. Inasmuch as there are 
upwards of 300,000 of these smaller establishments 
in American industry, a failure to apply some cost 
index of performance to them presents an almost in- 
surmountable impediment to the maintenance of 
proper eflB,ciency in American business manage- 
ment. 

Numerous influences are at work to transform 
the nation’s business gradually to a better basis of 
cost control and of stable efficiency. The Govern- 
ment’s War Administration extended modern cost 
accounting principles to a considerable proportion 
of the basic industries. Numerous investigations of 
private industry by the Federal Trade Commission 
to aid in price fixing and in profiteering control, drew 
the attention of business managers to their need 
for improved cost measurements. The Interstate 
Commerce Commission law and the Packing Con- 
trol law made provision for more uniform accounting 
methods than have hitherto prevailed in transpor- 
tation and food supply industries. The educational 

^^‘Waste in Industry,” p. 13. 
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efforts of commercial and industrial associations are 
not without tangible results. The banks of the 
country are' to an increasing degree insisting that cor- 
porations desiring credit shall be able to present 
adequate statements of costs and operating effi- 
ciency before they can secure loans to carry on their 
business. One of the strongest influences exists in 
present-day trade associations. All these agencies 
are conducive to better control of efficiency and 
costs, but, in spite of their efforts, industry is widely 
lacking in the fundamental cost index of per- 
formance. 

The present lack of control of managerial efficiency 
arises not merely from the fact that so large a part 
of American industry is without a cost system, but 
also from the fact that even where cost accounting 
is carried on, it is not used in such a form as to serve 
as a means of control of operating efficiency. Cost 
records which are merely records of past events are 
scarcely worth the expense of collection. An effec- 
tive cost system should point the way to economies 
which competent executives may carry out in 
action. 

For such a purpose, cost sheets should furnish the 
basis for comparisons from month to month and 
year to year of unit costs for labor, material, and 
other detailed phases of business operation. Major 
and minor executives are thereby in a position to 
know what the costs are — high or low — and why they 
are high or low, and how to go about reducing them 
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and maintaining them at efl&cient levels. ^ A second 
feature of effective cost systems is a certain degree 
of uniformity throughout a particular trade or in- 
dustry. It is this feature which is heavily stressed 
by trade associations. Uniform cost accounting in 
a given trade enables the individual business to make 
comparisons with its competitors, and leads to a 
reasonable stabilization of prices in the trade on the 
basis of known cost relations. A third modern cost 
feature is the calculation of a standard cost based 
on normal operations. Deviations from this stand- 
ard come readily to the attention of executives, and 
can therefore be subjected to the proper form of con- 
trol and correction. The approximately accurate 
prediction of normal costs comes within the realm of 
the practical, and is a noteworthy aid in funda- 
mental business planning. A fourth cost principle, 
at present all too limited in its use in American in- 
dustry, is the allocation of overhead burden on the 
basis of actual production rather than on the basis 
of fuU capacity production. A heavy overhead bur- 
den of cost continues when a business is partly closed 
down by cyclical depression or seasonal slackness. 
The overhead of an idle plant, instead of being added 
to the cost of current production, is charged in the 
best modern practice to profit and loss or is met out 
of a reserve account. Hence the cost of idleness is 
met out of the liberal earnings of boom times, in- 

^See address by W. B. Ferguson, Society of Industrial Engi- 
neers, March 24-26, 1920, p. 217. 
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stead of being so placed as to increase the cost and 
consequently the price of the commodities at the 
time when demand is low and when prices ought to 
be kept correspondingly low. The National Associ- 
ation of Electrical Manufacturers, the United Ty- 
pothetse of America, and other leading manufac- 
turers’ associations are cooperating with the indus- 
trial engineers in promoting these cost accounting 
methods which equalize the cost fluctuations of the 
business cycle.^ Cost systems including these fea- 
tures offer an “index of performance” which aids 
vitally in stabihzing operating efficiency. 

Fundamental though adequate cost information 
may be, nevertheless the utmost that it can do is tq 
serve as an index of conditions. It may disclose 
what is wrong, but the constructive righting of the 
defect can come only as the business executive uses 
the information to adopt improved methods of man- 
agement. Inefliciency in management is to a large 
degree attributable to a state of mind on the part of 
the management. Only a mental desire to adopt 
modern managerial technique, and a standard of 
managerial ability and outlook suited to the proper 
direction of that technique, can make use of cost 
data actually to control operating efficiency and to 
stabilize management. When business is over- 
whelmed by the irresistible optimism of a period 

^See Factory, April 15, 1921, pp. 947-952; L. V, Estes, Address 
before Chamber of Commerce of the United States, April 27, 
1921; W. N. Polakov, Factory, April, 1922, pp. 400-3; J. H, Jack- 
eon, American Economic Review, June, 1922, p. 296. 
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of prosperity, it is easy to forget the importance of 
economy. When depression comes, the great watch- 
word is economy, and under the stern compulsion of 
necessity, the business mind desperately slashes at 
the costs of doing business in a most unscientific 
manner. It is difficult indeed to stabilize economy 
of management except as the mind of management 
itself is made less susceptible to the fluctuations of 
business conditions. 

The technique of operating economy is available 
for managers who are minded to make use of it. 
This technique is not a perfected body of methods, 
but its processes are sufficiently demonstrated and 
verified to be of indispensable value in maintaining 
operating efficiency. Moreover, it is the subject of 
constant experiment, expansion, and discovery, and 
offers increasingly effective principles of control. In 
its scope, this technique covers the control of physi- 
cal conditions — plant, equipment, tools, environ- 
ment, physical processes, materials; the control of 
human relations — incentives, discipline, loyalty, rep- 
resentation in management, wage policies, efficiency, 
interest in work; and the control of outside economic 
relations — cyclical and seasonal business fluctua- 
tions, price movements, foreign trade conditions, 
general tendencies of demand and supply, and the 
like. 

The technique of control over physical conditions 
has been built up by scientific management and the 
engineering professions. The technique for human 
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relations has been through its initial developments 
in personnel administration and employment man- 
agement. The technique for outside economic re- 
lations is being developed through the interpretation 
of modern business statistics. 

Inasmuch as industry is keenly sensitive to fluctu- 
ating labor costs, special analysis of this factor is 
desirable. Such costs fluctuate mainly because of 
unstable labor efficiency or of unbalanced relations 
between wage rates and price levels. During periods 
of prosperity, labor becomes decreasingly efficient in 
industry as a whole. Corporations find it necessary 
to employ a larger and larger number of laborers to 
perform the same amount of service. Soldiering on 
the job becomes common, restriction of production 
becomes widespread, incentives to good workman- 
ship lose their hold. But when depressions come, 
workers are driven to more strenuous effort by the 
fear of being discharged. The bitter discipline of 
unemployment drives labor for the time being to 
better efficiency. Later, as prosperity returns, the 
same cycle of inefficiency accompanies the business 
movement. All this is descriptive of the general 
industrial experience. 

But in the midst of the general complaint of labor 
inefficiency during the culmination of the period of 
prosperity in 1919-20, there were numerous excep- 
tional companies which reported that their labor 
costs were steady, that efficiency was satisfactory. 
In an address in 1920 as President of the American 
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Society of Mechanical Engineers, F. J. Miller gave 
his observation of such exceptional concerns : 

“It is not true that production has fallen off 
everywhere. There are establishments in America 
where production per employee is now greater than 
before the war and many of them in which it is as 
great.” 

It is a safe estimate that approximately ten 
per cent of American employers have attained 
some degree of control over the cyclical fluctuations 
of labor efficiency. The technique of such control 
is contained in the recently developed science of 
human relations and personnel administration, and 
is built upon the principle that “the management of 
the personnel of industry should be carried on in a 
no less thorough and scientific manner than the 
management of physical problems of production.” ^ 

A proper balance between wage rates and price 
levels is attainable by the use of suitable personnel 
policies. Forms of wage payment which constitute 
financial incentives to steady effort are available. 
Under ordinary conditions, prosperity witnesses 
reckless wage advances, and depression witnesses 
just as reckless wage reductions. In the majority of 

^Report in 1922 of the Committee on Industrial Relations of 
the New Jersey State Chamber of Commerce. This matter is 
treated in detail in the chapter of the present volume contributed 
by Walter Dill Scott, and also in a portion of the chapter con- 
tributed by Henry S. Dennison. The subject is covered by 
studies by the National Industrial Conference Board and by 
numerous recent books on industrial relations and personnel. 
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American industries there has been no definite scien- 
tific standard for wage adjustments, and even if 
employers could formulate wage rates that ought to 
apply, they have commonly found it impossible to 
carry their ideas into effect except by a bitter con- 
flict with labor. Experiences of recent years have 
brought out numerous large and representative es- 
tablishments which have been able to make peaceful 
and scientific wage adjustments, both during rising 
and falling price periods, by forms of employee rep- 
resentation in industry. Where wisely handled, the 
principle of representation has worked toward this 
end in both union and non-union shops, and in com- 
binations of the two. 

During the period from 1920 to 1922, the open 
shop movement ran a vehement course in American 
industry, and no doubt part of its effect was to break 
up some of the fixity of labor conditions. However, 
if the sequel to the open shop movement is non- 
representation by labor in industrial issues of direct 
importance in their lives, the industrial situation 
does not stand improved in any substantial way. 
Control through labor representation has demon- 
strated its efficacy, and has both kept wage advances 
in proportion to price advances and effected wage 
cuts in proportion to price reductions. Such a policy 
of industrial control is quite the opposite of a wide- 
spread policy of attempting to secure large economies 
during hard times at the expense of labor. Looked 
at in a broad way, what is at stake is the stabilization 
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of the proper balance between labor prices and all 
other prices which enter into the maintenance of 
business equilibrium. The means of control toward 
this end, looked at in a similarly broad way, is a body 
of flexible principles of industrial representation 
which embody constitutional government in indus- 
try. The labor movement of recent years has been 
strongly in the direction of an “encroaching control” 
over various industrial matters ; and progressive em- 
ployers, both in the United States and in England, 
have found ways and means for devoting this out- 
burst of human spirit to steady industrial efficiency. 
The stabilizing of the labor factor in industry by 
such a process is indispensable to a general stabiliza- 
tion of business. 

The general technology of stable internal efficiency 
and economy is a prerequisite to the achievement of 
control over the business cycle. Fundamental as this 
internal managerial control is, it nevertheless is of no 
deeper importance than an intelligent adjustment of 
the individual business policy to the basic economic 
movements and conditions of the whole outside busi- 
ness world. But these outside factors, comprising 
such items as price movements, volume of produc- 
tion, credit conditions, new construction, employ- 
ment, changes in demand, are of such immense com- 
plexity that to interpret them and adjust business 
policy to them is a most difficult task. Inadequate 
information on such factors has in the past com- 
pelled business to guide its policies by much loose 
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guesswork through a maze of uncertainties. “The 
business cycle,” writes Professor E. M. Kemmerer, 
“thrives on uncertainty. The better it is understood 
and the more widely diffused is the knowledge con- 
cerning it, the less harmful it will be.” 

The vast complexity of general economic facts 
requires analysis, and the means of analysis is con- 
tained in modern statistical methods. As stated by 
S. A. Lewisohn, “Progress in controlling economic 
forces depends largely on improvement in methods 
of obtaining data and using it. We are just now be- 
ginning to realize how important to our civiliza- 
tion is the science of statistics.” ^ 

The purpose of such economic data is business 
planning. The science of statistics furnishes the ma- 
terial for prediction and forecast. Prediction in 
itself is no new thing in the business world. But pre- 
diction that gets beyond loose guesswork and gen- 
eral “hunch” is decidedly new, and it is this new kind 
of guesswork, based upon more adequate and better 
analyzed data, which follows from the modern busi- 
ness method. Business men have been notoriously 
susceptible to the personal whim and haphazard in- 
tuition of certain leaders in their midst, — men who 
have freely expressed their opinions about the future 
course of business conditions. To look backward 
upon the flood of such personal prophecies is to 
witness a record of exploded prognostications. 

"^American Labor Legislation Review^ March, 1922, VoL XII, 
pp. 42-4. 
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“There is nothing drearier,” comments Carl Snyder, 
“than to go back and read the kind of stuff that is 
printed year after year, in the way of forecasts and 
predictions and current explanations of current 
events. It is certain that, if we go back over the last 
two years and no more, it would be difficult to find 
anyone who had any kind of an idea of what ,was 
going to happen.” ^ 

Business information, in order to become valuable, 
must enable business men to anticipate the future 
with substantial accuracy and certainty. The sub- 
ject matter of business statistics can be presented in 
the most concrete and definite way by citing as illus- 
trations certain types of reports which have been al- 
ready worked out. There are hundreds of bureaus 
and boards, private and official, engaged in giving 
out reports on particular fields of economic data. 
But agents that are primarily significant are those 
which organize in a comprehensive manner broad 
sections of information. Through these boards, 
masses of piecemeal information are interpreted and 
correlated. This digested material provides the fin- 
ished, statistical product, in a form which can be 
used in formulating business policy and in planning 
for the future. 

The Harvard Committee on Economic Research 
issues a Review of Economic Statistics which con- 
tains important statistical information of this type. 

^Bulletin of the Taylor Society, VoL VI, No. 5, October, 1921, 
pp, 183-4. 
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! 

The Review provides an index of general business j 

conditions, evolved from three groups of business 
barometers, as follows: i; 

Group I: Speculation ^ 

1. Bank clearings of New York City j 

2. Average price of industrial stocks I 

3. Average price of railroad stocks 

4. Average price of railroad bonds I 

5. Shares traded on New York Stock Exchange ' j; 

Group 11: Business |: 

6. Bank clearings outside of New York City 

7. Bradstreet’s Index of Wholesale Prices / 

8. United States Department of Labor Index of Wholesale 

Prices 

9. Pig iron production 

10. Bradstreet’s business failures 

11. Imports 

Group 111: Money 

12. Interest rate on 60-90 day paper in New York 

13. Interest rate on 4-6 months paper in New York 

14. Loans of New York City Clearing House Banks 

15. Deposits of New York City Clearing House Banks 

16. Dividend payments 

Also, the Review provides indices of the physical 
volume of production of agriculture, mining, and 
manufacture, and reckons an “estimated normal” of 
production in the various lines. A general index of 
the volume of manufacture month by month is com- 
piled from the following eight important groups of 
industries: (1) iron and steel; (2) lumber; (3) 
paper; (4) leather; (5) petroleum; (6) textiles; (7) 
foodstuffs; (8) tobacco. Indices of the volume of 
manufacture are developed for each one of these 
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industrial groups, and these eight group indices are 
in turn combined into the index for manufacture as 
a whole. Other salient features of the Review are 
statistical studies of the relations between individual 
lines of industry, of the fluctuations of price move- 
ments in various branches of economic activity, and 
of financial factors in business control. 

A somewhat similar form of statistical forecasting 
is undertaken by the agency headed by Roger W. 
Babson. The Babson business barometers are pre- 
pared from the following twelve subjects: (1) im- 
migration; (2) new building; (3) business failures; 
(4) bank clearings, exclusive of New York City; (5) 
Bradstreet’s index number for commodity prices; 
(6) surplus reserves of the New York Clearing House 
Banks; (7) foreign money rates;- (8) domestic 
money rates; (9) conditions of crops ; (10) idle cars; 
(11) political factors; (12) stock market conditions. 
These twelve factors are arranged in three groups 
of four subjects each, comprising mercantile condi- 
tions, monetary conditions, and investment condi- 
tions. A summary of the index figures for the twelve 
subjects is made and is used as the basis for a “Com- 
posite Plot.” The “Composite Plot” rests upon the 
theory of Babson that in business, as in the physic^ 
sciences, action and reaction are equal, and that 
the summary index figure measures business action 
and reaction so accurately that it is possible to fore- 
tell the amount of depression which will compensate 
for a preceding period of prosperity. 
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A system of business barometers compiled by J. H. 
Brookmire obtains an index of business conditions 
from the following subjects: (1) total bank clear- 
ings of United States; (2) bank clearings exclusive of 
New York City; (3) commodity prices; (4) rail- 
road gross earnings; (5) new building; (6) pig iron 
production; (7) pig iron price ; (8) price of Bessemer 
billets; (9) unfilled orders of the United States Steel 
Corporation; (10) average price of twenty railroad 
stocks; (11) average price of twelve industrials; (12) 
banking and credit datad 

A somewhat different type of business reporting 
is conducted by the Federal Reserve Board. H. 
Parker Willis, Director of Analysis and Research 
for the Board, states that in this work, “the follow- 
ing distinct lines of effort have been pursued: 

“1. To follow, analyze, and explain all sets of 
legislation having a direct bearing upon the credit, 
banking, and business situation. 

“2. To obtain from as many sources as practicable 
actual current monthly statistics of the volume of 
representative commodities produced and placed 
upon the market. 

“3. To obtain in the same way accurate state- 

^ For explanation and criticism of these business barometers, see 
Warren M. Persons, ^'Indices of General Business Conditions,” 
and article in American Economic Review, Vol. VI, pp. 739-69; 
also Melvin T. Copeland, Quarterly Journal of Economics, Vol. 
29, pp. 522-62; Roger W. Babson, “Business Barometers for Fore- 
casting Conditions”; J. H. Brookmire, Moody's Magazine, 1913- 
1914, especially January, 1914, pp. 8-9; J. H. Hull, “Industrial 
Depressions”; D. F. Jordan, “Business Forecasting.” 
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ments of the movement of commodities from points 
of storage or production to places of marketing. 

“4 To obtain in the same way accurate figure 
representing the rapidity and extent of the use of 
the credit mechanism of the country. 

“ 5 . To obtain in the same way reliable data con- 
cerning prices and rates of exchange. ,. ui 

“6 To obtain, analyze, and explain reliable a,nd 
inclusive data showing the movement of our foreign 
trade, not only in the aggregate but also in relation 

to the individual countries. 

“ 7 . To obtain in the same way accurate and trust 
worthy reports concerning rates of discount and in- 

Generally, to secure from forei^ sources data 
parallel to those domestically obtained and when this 
Fs not possible, then to obtain reliable information 
of a more general sort representing the views of locd 
observers concerning conditions prevalent in thes 
foreign countries.’’ ^ 


The monthly data of the Federal Reserve Board 
is supplemented by weekly and daily statemente 
referring to loans and discounts, reserve ratios, gold 
and cash reserves, debits to individual account for 
banks in leading cities, conditions of the gold settle- 
ment fund, and related financial data. In addition 
to the bulletins of the Federal Reserve Board, tlmre 
are bulletins published by each district Federal Re- 
serve Bank, containing much data of a general scope 
but primarily data on credit and business conditions 

-Conference on Business Reporting, February 22, 1921, pp. 
66-85. 
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in the particular Federal Reserve district concerned. 
The Federal Reserve Bank of New York, for 
instance, publishes a monthly review presenting 
information on credit conditions, savings bank de- 
posits, the bill market, commercial paper, stock 
market money rates, stock market trading and clear- 
ing operations, the bond market, the United States 
Government securities, new financing, gold move- 
ments, foreign exchange, foreign trade, world and 
domestic wholesale prices, cost of living, production 
of basic commodities, amount of wholesale and re- 
tail trade, commodity stocks on hand, wages and 
employment, volume of building, construction cost, 
business failures, and railway and freight traffic. 

The United States Department of Commerce has 
developed a supplement to commerce reports, in the 
nature of a “Survey of Current Business.” This 
survey is “designed to present currently each month 
a picture of the business situation by setting forth 
the principal facts regarding the various lines of 
trade and industry. The facts are arranged so as to 
give comparisons with previous periods; and to fa- 
cilitate comparisons between the various items, index 
numbers have been calculated showing the relation 
of any month to a base period, usually the monthly 
average for 1913.” ^ The figures reported are very 
largely those already in existence. “The chief func- 
tion of the department is to bring together into one 
place these data which, if available at all, are scat- 

^ “Survey of Current Business,” April, 1922, Introduction, p. 3. 
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tered in hundreds of publications. A portion of 
these data is collected by Government departments, 
other figures are compiled by technical journals, and 
still others are reported by trade associations. 

The tables of comparative index figures are Busi- 
ness Indicators,”— that is, they “reflect the present 
tendency in each item,” and so “give a basis for busi- 
ness judgment.”^ For the purpose of comparison 
with a previous more or less normal period, all items, 
so far as possible, are related to such a period by 
index numbers. 

This base period is 1913 where figures are avail- 
able, otherwise usually 1919. The major groupings 
of the “Business Indicators” are; production of basic 
commodities, stocks of goods on hand, prices at 
wholesale, retail, and the farm, business _ finances, 
banking data, transportation, and distribution meas- 
ured by value of imports, exports, and domestic sales. 
Some statistics on labor, employment, immigration, 
wage movements, and the like are prepared. ^ For 
some commodities, figures of consumption are given, 
and for some, the volume of unfilled orders. Special 
subjects of information are introduced as they be- 
come available. _ _ 

It is noticeable that some duplication of data takes 
place between the various reporting organizations, 
but in the main their several contributions are in- 
dividualized enough to be distinctive contributions 

^Ibid., May, 1922, Introduction, p. 1. 

^ Ihid.f May, 1922, p. 3. 
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to the needed stock of business information. Al- 
though the reports that have been listed here are 
among the most comprehensive and inclusive, they 
are not by any means the only reports that have 
value in business planning. Certain financial, com- 
mercial, and trade journals, such as the Commercial 
and Financial Chronicle, the Annalist, Bradstreefs, 
the Iron Age, or the New York Journal of Commerce 
contribute special items of information. A large 
number of trade associations develop information 
applying intensively to individual lines of business. 
Government Departments, Federal, State, and For- 
eign, provide data related to business conditions 
within their respective jurisdictions. Banks in the 
larger cities maintain statistical departments and 
issue at regular intervals summaries of financial and 
commercial data, and analyses and forecasts of in- 
dustrial movements. Numerous of the larger cor- 
porations in manufacturing and distribution main- 
tain statistical experts to collect data having spe- 
cial reference to their particular activities. The 
supply of business statistics is miscellaneous and 
voluminous, and in greater or lesser degree covers 
almost every phase of modern economic activity. 

Although the quantity of business information is 
impressive, nevertheless there are many require- 
ments of useful statistical information which are not 
supplied. One such requirement is greater ade- 
quacy in the scope of statistical data. Certain of 
the more basic lines of production have adequate re- 
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porting facilities, but a large number of important 
|: industries do not as yet have the organized facilities 

ji, for supplying the needed data. Moreover, there is 

for the most part a deficiency of information as to 

I stocks of raw materials and finished products on < 

;• hand. More data on the relations between price t 

i' movements in various lines of economic activity is I 

!< necessary. More comprehensive reports on sales, 

i/i purchases, and stocks on hand in the chief branches I 

f,i ■ of the wholesale and retail trade are desirable. Man- 

j ufacturers and wholesalers should be the sources of 

II information about such credit conditions as accounts 

I* and notes receivable, accounts and notes payable, 

collections, and supplementary information.^ Thor- 
1 1‘ ough information on unemployment, wage levels, | 

! !•; and other labor factors is not available. Records of 

j I the activity of the 20,000 banks not members of the 

i I Federal Reserve System are needed for fuller data | 

j on credit conditions. Clearly the scope of business 

: ] statistics needs wider extension. 

A second requirement of useful statistical informa- 

I ji tion is a greater refinement of the technique of 

|j analysis of statistics. A primary purpose of the ; 

'I Harvard Committee on Economic Research has been 

^ ft ■ 

; ‘ “to contrive a method of handling business statistics 

:i which will make it easy to determine the significance 

q or lack of significance of each item in indicating cur- 

' i ' rent conditions and possibly those of the immediate 

J ; ^ See Address by Melvin T. Copeland, before Federal Confer- ! 

t ■ . ence on Business Reporting, February 22, 1922. 
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future.” ^ To measure the significance of trends 
and fluctuations of any business factor — as, for in- 
stance, pig-iron production or bank clearings — it was 
necessary for the Harvard Committee to devise 
methods for making due account and allowance for 
four types of fluctuations; 

“1. A long-time tendency or secular trend; in 
many series, such as bank clearings or production of 
commodities, this may be termed the growth ele- 
ment ; 

“2. A wave-like or cyclical movement superim- 
posed upon the secular trend; 

“3. A seasonal movement within the year, with a 
characteristic shape for each series; 

“4. Residual variations due to developments 
which affect individual series, or to momentous oc- 
currences, such as wars or national catastrophes, 
which affect a number of series simultaneously.” 

The statistical technique involves the application 
of mathematical principles and methods. The ascer- 
tainment of coefl&cients of correlation, the computa- 
tion of medians and of averages, the selection and 
weighing of series, the estimates of normal and of 
deviations from normal — these are suggestive of the 
problems of statistical analysis. A leading worker 
on the problem, M. T. Copeland, writes; 

“All these indices need to be correlated in order to 
determine the real significance of each group. A 
good start has already been made in developing 
statistical methods for such correlation, but only 

* Warren M. Persons, “Indices of General Business Conditions,” 

p. 7. 
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the surface has been scratched. A vast amount of 
research work still remains to be done m this field. 

There seems to be ample ground for the judgment 
of David F. Jordan that “the time is close at hand 
when further barometric progress will be restricted 
to the refinement of the indicia which are already 
available.” ^ 

A third requirement of useful statistical informa- 
tion is that it shall be timely. To be of genuine 
value production statistics should be available ordi- 
narily within ten days of the end of the month to 
which they apply. Dealing with this need, an in- 
troductory note of the “Survey of Current Business 
states : 

“Realizing that current statistics are highly perish- 
able and that to be of use they must reach the busi- 
ness man at the earliest possible moment the De- 
partment of Commerce has arranged to distribute 
mimeographed sheets twice each month to those 
subscribers who request them. The inforination 
contained in these sheets is also published in Com- 
merce Reports,’ issued weekly by the Bureau of 

‘ Address before Conference on Business Exporting, February 
22 1921 On this general subject of statistical technique, see 
"ikdiLs'of General Business Conditions,” by Warren M. Persoi^ 
and by the same authority an article on The Construction of 
a Business Barometer” in the American Economic Review Yo\. 
VI PP 739-69; an article on “Statistical Indices of Business Con- 
ditions',” by Melvin T. Copeland, in the Qimrt^lv Journal of 
Economics, Vol. 29, pp. 522-62; “Elements of Statistics by A. L 
Bowley, and by the same authonty an article on The Index of 
the Physical Volume of Production” in the Economic 
Vol. XXXI, pp. 196-206; also, the volumes of Journal of the 
Aw^eiricciTi Statistical Association, 

® “Business Forecasting,” p. 240. 
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Foreign and Domestic Commerce. The complete 
bulletin is distributed as quickly as it can be com- 
pleted and printed.” ^ 

Much of the current statistical information is 
limited in its usefulness owing to the fact that by 
the time it is available, the business policies which 
it might have helped to shape have already been 
put into action. 

A fourth requirement is that any single item of 
statistical information must be viewed, not as an iso- 
lated unit, but in the light of its multitudinous re- 
lationships. Economic history repeats itself, but 
never in identically the same form. It is the dif- 
ferences in the new situation which make business 
planning particularly difficult. The recurrence of 
phenomena in conformity with certain general prin- 
ciples gives rise to misleading predictions, unless the 
current situation is analyzed for those character- 
istics which deviate somewhat from the normal prin- 
ciples. Statistical studies of a single corporation, 
or of a single trade or industry, or of a single coun- 
try are of value only in so far as they are used as 
steps toward comparisons and studies of relation- 
ships with other national and international factors. 

A fifth requirement is adequate means of present- 
ing the lessons of statistical information. The com- 
pilation of charts and of graphs is the most com- 
monly used method. Graphic presentation of sta- 
tistical data has the advantage that executives who 

"May, 1922 . 
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are not familiar with statistical tabulations can more 
readily grasp the meaning for business policy of the 
available data. 

A further requirement is that the statistical in- 
formation shall actually serve as the basis for shap- 
ing the business policy of individual establishments. 
A great proportion of business executives, when con- 
fronted with elaborate statistical studies of the pres- 
ent day, experience bewilderment. Business is 
flooded with the light of raw statistics, but large 
numbers of business men fail to realize in any ade- 
quate way what it is aU about. The central problem 
is how to bring home to the individual business man 
the true meaning for his business of the available 
statistical information. Some of the larger corpora- 
tions can employ experts to interpret the significance 
of data for their particular corporations, but the 
mass of smaller concerns do not have such expert 
counsel in their offices. A gradual process of edu- 
cation in shaping fundamental policies of produc- 
tion and marketing by the aid of statistical informa- 
tion is imperative. The end and aim of the whole 
process of preparing and developing the great mass 
of statistical material is so to alter and direct busi- 
ness planning that we may maintain prosperity for 
longer periods of time, and avoid as much as possible 
the crises and depressions which bring such wide- 
spread suffering and enormous waste. Statistics ex- 
ist to be used. 

One central problem in the accomplishment of this 
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purpose is an adequate control of the rate and vol- 
ume of production. In order that production and 
marketing may be coordinated along lines of greater 
stability, it is necessary that production be planned 
for the future. Such planning necessarily applies to 
a lesser extent to agricultural production, since the 
element of climate and rainfall is dominant in that 
economic field. The planning of production applies 
mainly to the manufacturer and industrial producer. 
Those industries which involve long-time processes 
from raw material to finished product especially need 
to know the conditions of industry a long way ahead.^ 

A great part of modern production is undertaken 
months in advance of the time when the finished 
goods can be placed upon the market. Hence, to 
quote M. T. Copeland, 

“Plans must be made and production regulated 
according to the conditions which such producers 
expect to encounter at a later time. If they err in 
judgment, they are placed at a disadvantage which 
may prove serious. The maladjustment which oc- 
curs during a period of crisis may be disastrous. If 
manufacturers and merchants can be forewarned, 
fewer will be caught unawares and the severity of the 
shocks will be alleviated.” ^ 

As rapidly as business statistics are able to predict 
with substantial certainty the future of business 

^W. M. Persons, American Economic Review Supplement^ 
March, 1922, pp. 10-11; also see Carl Snyder, Bulletin of the 
Taylor Society, October, 1921, p. 183. 

^ Quarterly Journal of Economics, Vol. 29, pp. 522-3. 
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conditions, the anticipations of the future made by- 
producers will not only be more accurate and stable, 
but will tend to look farther into the future than 
has hitherto been the case. 

It is frequently assumed that anticipatory produc- 
tion causes general overproduction, and that this 
factor in turn causes crisis and depression. However, 
the more careful studies of recent years indicate that 
what is at fault is not general overproduction but 
overproduction in certain individual lines, with the 
consequent unbalancing of industry. The total vol- 
ume of production of the nation has an extreme vari- 
ation of not more than ten per cent from year to 
year. The national output as a whole does not vary 
greatly, but the output of individual lines of industry 
varies to a marked extent. As explained by Carl 
Snyder, “The variations in the business cycle lie 
perhaps as much as anything in a dislocation be- 
tween the even pace in the different lines of industry 
— too rapid expansion in one direction, too little in 
another, so as to disturb the normal equilibrium. If 
there be overexpansion in this line or that, there 
comes inevitably overproduction in special lines, a 
period of crisis for these industries, unemployment, 
failures, and all the traditional phenomena of lack 
of balance.” ^ The planning of production with a 
view to greater industrial stability rests upon a 
proper analysis of balance and equilibrium between 
various lines of production. 

American Economic Review, VoL XI, pp. 72-3. 
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The pioneer studies of Professor Edmund E. 
Day have pointed to the conclusion that “The line 
of progress lies in the differentiation of data accord- 
ing to specific industries.” ^ As a means of applying 
this “line of progress,” statisticians and economists 
have made use of the concept of the “normal.” The 
normal for each line of industry at any given time 
constitutes a standard against which a whole indus- 
try or an individual corporation can measure its own 
production and the general trend of production. The 
concept of what is estimated as normal, and at what 
proportion of normal a particular business finds it- 
self, is indispensable as a mental implement in in- 
terpreting business information. 

Normal production for the present or the future 
contains an element of normal growth. A compari- 
son of business conditions in 1922 with those in 1913 
is not a comparison with a normal standard for 1922. 
The normal production in 1922 must take into ac- 
count the factor of growth since 1913. Intensive 
studies by independent workers have led to the com- 
mon finding that the total volume of production of 
the nation has a normal yearly rate of growth of 
around three and a half to four per cent. This is 
approximately the annual rate of growth for the last 
thirty years. When production is undertaken a long 
time in advance of the market, it is vital that the an- 
ticipations of the managers of production be based 

^National Conference on Business Reporting, February 22, 1921, 
p. 56. 
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upon an estimated normal of output for the period, 
rather than upon the false supposition that what was 
normal for some previous year will be normal for 
the year ahead. The normal rate of growth varies 
from industry to industry. The general rate of 
growth of total national output is not an index of 
growth for each separate industry. Each line of busi- 
ness activity has a distinct index of normal growth, 
not always a smooth and even upward line, but a 
line whose average from year to year has deep 
barometric significance. 

“The information which is fundamentally vital,” 
declares F. L. Lamson, “as a basis for planning sales 
and production is; 'What is normal in a given in- 
dustry?’ and What is the present production with 
reference to normal?’ The answers to these ques- 
tions will enable each concern to determine where it 
stands with reference to the whole industry. It is 
essential in the planning of purchases and produc- 
tion to know the consumption of raw material, raw 
materials on hand, the amount of finished product 
produced, finished product on hand, and the prin- 
cipal product sold or distributed during a given 
period.” The proportion of normal at which a plant 
is running, Mr, Lamson further explains, “is the first 
fundamental fact that any manager of an individual 
plant needs to determine his own position in the 
industry. With his position known, he and his staff 
of executives can quickly determine whether changes 
in sales and production policy are necessary or 
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whether present policies are right and should be 
further forced. ... It seems safe to conclude that if 
the industries of this country were managed with 
a knowledge of the true conditions in each, then 
supply would more nearly harmonize with de- 
mand.” ^ Such data is of particularly great value 
during a period of marked prosperity, since it enables 
the forward-looking manager of production to retard 
his output in anticipation of the period of depres- 
sion. When to accelerate and when to retard produc- 
tion are questions always vivid in the mind of man- 
agement, and the data relative to normal produc- 
tion are indispensable to any adequate answer to the 
questions. 

Moreover, to be in proper relation to normal pro- 
duction, any individual industry must be in proper 
relation to a normal balance with other industries. 
David F. Jordan stresses the fact that “stability in 
business conditions depends upon uniformity of pro- 
duction in all lines. From a barometric standpoint, 
industrial production is too large or too small, not by 
comparison with productivity at a preceding time, 
but in relationship to existing conditions throughout 
the commercial world. Industry should keep pace 
with agriculture, with conditions abroad, and with 
the money market.” ^ Conspicuous studies of the 
relations between various industrial lines of produc- 

^ Ninth Annual Meeting, United States Chamber of Commerce, 
April 27, 1921; see also address of M. C. Eorty. at the same 
meeting. 

® “Business Forecasting,’’ pp. 92-3. 
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tion have been carried on by the Department of 
Commerce, by the Federal Eeserve statistical divi- 
sions, and by the Harvard Committee on Economic 
Research. A careful summary of the results and 
of their significance is made by Carl Snyder as 
follows : 

“If we wish to get rid of these cycles of industrial 
disturbance, we ought to know that the several in- 
dustries are marching in step, in other words, what 
is the current rate of production in the several lines. 
... By reducing each of the industries to a common 
denominator, we shall know by means of index fig- 
ures exactly whether we are producing very much 
more pig iron or copper or sugar, or importing much 
more rubber or silk or wool, than the normal need. 
It was very striking, when we first obtained these 
indices, to note how clear was the overproduction in 
certain lines and the very large certainty that there 
would be inevitably a collapse in these special in- 
dustries. In fact, from the relative height of the 
indices you could pretty well pick them off in the 
order in which the decline would and did come. . . . 
We have the clearest proof now, I think, that it is 
not very difficult to determine overproduction, and 
I will say, equally, underproduction. ... I make 
bold to say that it is the balance of production that 
is alone of concern. Supposing we could have seen 
clearly just what was happening, it is pretty evident 
that the saner, shrewder, or more foresighted cap- 
tains of industry would have slowed down their pur- 
chases, reduced production, used up their inventories 
as far as was feasible, and made preparations for a 
change. And if only this had been done on a broad 
enough scale and begun in sufficient time, it is evi- 
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dent that, instead of the rather violent collapse 
which we have gone through, we should have had 
merely a slowing down of a too rapid pace in indus- 
try, and after a sufficient time to make the needful 
adjustments, we should have gone ahead without 
any serious interruption with the industrial life of 
the country. ... If we watched very carefully the 
rate of production in all the leading lines of industry, 
we need not have what is commonly called overpro- 
duction, or, in more precise terms, production out 
of balance.” ^ 

It is also important to note that the concept of 
normal implies what is normal for different stages of 
the business cycle. Prosperity, crisis, depression, 
and revival each has characteristics typical and dis- 
tinct, characteristics which are normal for only that 
stage of the business cycle. The executive who plans 
for the future by watching business trends must 
know not only what stage of the business cycle he 
is in at any particular time, but also with some de- 
gree of approximation what stage of the cycle he is 
approaching and how soon the transition will come. 
As stated by Leonard P. Ayres, “If business is at 
about normal it makes a great deal of difference 
whether it is at normal on the way up, or at normal 
on the way down. Largely in proportion as the busi- 
ness man knows about this most important matter 
will he be able to conserve his gains and to guard 

^American Economic Review, VoL XI,. pp. 70-4; and Bulletin 
of the Tajdor Society, pp. 186-7, October, 1921. 
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oo-c5r,=;t losses ” ^ For this reason, this authority as- 
Ss, “The most important single pieee of business 
information at any given time is that which tells o 
the existing status and development of the general 

'^^By taking into account the various factors which 
enter into the estimates of normal, it is practicable 
to project into the future an index curve of what gen- 
eral business conditions in a P^’^ticular hne d m- 
dustry will be. Such projections are not absolutely 

accurate barometers, but when 
they are sufficiently correct to be a highly useful 
guide in business anticipations. Such 
Ln indicate with substantial accuracy what the ap- 
proximate or average production of pig iron will be 
two or three years from now, and even, 
looser accuracy, what the production ^e ^ 
years from now. They can indicate what will be the 
Luntry’s needs for transportation for the years 
ahead, what the agricultural crops 
the demands for telephone equipment will be, and 
what wiU be the volume of internatmnal commerc 
in certain lines of goods. The statistical planning 
of the American Telephone and Telegrap om 
pany Hlustrates the methods of projecting curves 
of future business conditions and movements The 
executives of the company have estimates at han 
' Address, Ninth Annual Convention, U. S. Chamber o om- 
Stat^tM Association, Vd. XVIII. PP- 

33 - 42 . 
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five years ahead of time of the number of new tele- 
phones which it may be reasonably expected will be 
installed year by year. 

On the basis of these estimates, the Com- 
pany make plans well in advance for building, 
financing, and size of operations. Some of the 
careful statistical studies look twenty and thirty 
years in the future. Projections applying spe- 
cifically to the telephone business require first a pro- 
jection of general business conditions. Such projec- 
tions aim “to show reasonable approximations of the 
direction and the extent of probable future move- 
ments.” The Chief Statistician of the Company, S. 
L. Andrew, reports that “as a general proposition, 
they do this with marked rehabihty.” 

When the Company plans the trends of its own 
field of business, the projections cover not only the 
number of telephones to be installed, the buildings 
to be erected, the conduit cables to be needed, the 
central office switchboards to be placed, but the pro- 
jections also include the principal items of revenues 
and expenditures and of assets and liabilities. Al- 
though projections are made five years in advance, 
they are made most intensively for one year periods 
and are carefully reviewed and rechecked month by 
month and year by year in order to keep them as ac- 
curate as possible. “In short, what we always have,” 
reports the Chief Statistician, “is a detailed estimate 
of practically every item in the business for one 
year in advance and a background estimate of the 
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broad elements for five years in advance.” ^ The 
interpretation of general statistical material by the 
inside organization of the telephone company sug- 
gests the methods which are necessary for the fullest 
utilization of business data. The mass of data must 
be brought down to the individual plant, and cast 
into forms which aid in planning the future course of 
operation. The ultimate purpose of compiling in- 
formation can be reahzed only as the individual com- 
pany translates the general language of statistics into 
charts, curves, and graphs for the guidance of its 
own policies. 

The motive behind production is the ulterior one 
of profit. The objective is to market the product at 
prices which will allow a margin of profit. The price 
factor is, therefore, vital in coordinating production 
and marketing. The planning of production must at 
all times take into account as a basic consideration 
individual and general price movements. “The con- 
sensus of opinion of writers on business cycles,” 
states Warren M. Persons, “is that such cycles are 
preeminently characterized by price movements, 
culminating in crises and reaching bottom in times 

^ For a summary of the policies of this company see article by 
Seymour L. Andrew, Chief Statistician, in The Nation’s Business, 
April, 1922, pp. 27-9. On this general subject, see also address 
by M. C. Rorty, Chairman of Committee on Business and Pro- 
duction Indices, American Statistical Association, given at meeting 
of U. S. Chamber of Commerce, April 27, 1921; also article by 
Leonard P. Ayres, Journal of American Statistical Association, 
Vol. XVIII, pp. 33-42; also Carl Snyder, National Conference on 
Business Reporting, February 22, 1921, p. 39. 
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of depression.” ^ The making of goods is conducted 
for the making of money, and the making of money 
arises from buying and selling at prices which leave 
a margin of profit.^ Hence it is not an overstate- 
ment that “business prosperity depends on the prices 
of things, of services, and of money, and on the re- 
lation of each to the others.” ® But prices are not 
stationary quantities, fixed and certain, dependable 
and inflexible. Prices are almost always moving up- 
ward or downward, and these fluctuations consti- 
tute one of the great problems of business planning 
and control of cycles. 

One such price fluctuation of the utmost impor- 
tance is the general level of prices. For instance, 
from the Civil War period down to about 1893-1896, 
our general level of prices was falling, and then for 
the next quarter of a century the level was rising. 
This tendency was true also for the other nations 
of the world. It is a subject of dispute now whether 
the next quarter century will be a period of a falling 
or rising price level. The index number of whole- 
sale prices, compiled by the United States Bureau of 
Labor Statistics, rose from 100 in 1913 to 272 in 
May, 1920, and declined to 148 in July, 1921. This 
violent fluctuation is traceable in part to war influ- 

^^^Indices of General Business Conditions,” pp. 129-30 and 
206-10. 

^See W. C. Mitchell, ‘^Business Cycles,” Chapter II, and pp. 
596-9. 

® Leonard P. Ayres, Convention of U, S. Chamber of Commerce, 
April 27, 1921, p. 25. 
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ences, in part to the stages of the business cycle. The 
level of prices tends to rise with a period of pros- 
perity and to fall with a crisis and period of depres- 
sion. The difficulty in business planning is to ascer- 
tain with enough accuracy the date when the turn 
in the price movement will occur, and to estimate in- 
telligently its sharpness and extent. No one foresaw 
the sharp and extreme fluctuations of the war period, 
the post-armistice year, and the depression period 
following. 

“The pivot of our ignorance,” declares Carl Snyder, 
“or, if you prefer, uncertainty, lies in our lack of posi- 
tive knowledge as to the major forces which deter- 
mine this general price level.” ^ Until it is possible 
to forecast with greater accuracy these general price 
movements, it will be difficult indeed for business 
men to adjust their business policies to an objective 
of stabilization. The approximate predictions which 
are now available are of substantial use, it is true, 
but afford an inadequate basis for reckoning costs 
and sales prices, and afford insufficient data for a 
confident coordination of production and marketing 
policies. The broad problem of control of the price 
level is vital in the plan of stabilization. It is dis- 
cussed at length in this volume in the contributions 
of Irving G. Fisher and Wesley C. Mitchell. 

A second phenomenon of price fluctuation of pro- 

^ Joint meeting of Association for Labor Legislation and the 
American Statistical Association, December 28, 1921 ; see also Bul- 
letin of Taylor Society, October, 1921, pp. 183-7, and National 
Conference on Business Reporting, pp. 38-41. 
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found importance in business calculation is the 
movements of prices of individual products and of 
different branches of economic activity. These in- 
dividual price movements are disproportionate and 
so play a primary part in the dislocations of the 
business system. There are two distinct types of 
these individual price movements. The first is a 
long-time trend, in which the price of a single com- 
modity becomes higher or lower in proportion to 
prices of other commodities over a period of twenty 
or forty years or more. Such price trends can be 
charted, comparisons made, and reasonably accurate 
projections drawn, so that business can make adjust- 
ments to the relatively slow long-time trends of in- 
dividual price movements. The second type is the 
cyclical price fluctuation, in which different commod- 
ities rise and fall disproportionately.^ Prosperity 
and depression contain great disparities in price rela- 
tionships. The cyclical movements of 1919-22 illus- 
trate these uneven price trends. Although the price 
movements of this particular crisis and depression 
are extreme in degree, they are similar in kind to 
general experience with cycles. Prices out of balance 
are a phenomenon parallel with production out of 
balance.^ In various ways, unbalanced prices cause 
unbalanced production; in other ways, unbalanced 

^See Warren M. Persons, American Economic Review Sup., 
March, 1922, pp. 8-9. 

^See address by B. M. Anderson, Jr., before National Associa- 
tion of Credit Men, May, 1922, reprinted in Economic World, 
May 27, 1922, pp. 729-30. 
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production causes unbalanced prices. It is not 
always clear, from present forms of analysis, which 
is cause and which effect. The following table 
measures the unbalancing of prices by giving the 
relative wholesale prices of all commodities and 
various groups of commodities for the month of May, 
1921, as compared with the year 1913.^ 


(The base index number for 1913 is 100.) 


All commodities 

151 

Chemicals and drugs . . , 

. 166 

House furnishings 

262 

Foods 

. 133 

Lumber and building ma- 


Farm products 

. 117 

terials 

202 

Wheat 

. 170 

Fuel and lighting 

194 

Wool 

. 123 

Cloths and clothing 

181 

Cotton 

. 101 

Metals and metal prod- 


Com 

. 98 

ucts 

138 

Hides 

. 65 


In the price recessions of 1920-21, it is conspicuous 
that prices of farm products suffered a particularly 
violent fluctuation. The result was diminished pur- 
chasing power among the agricultural sections of the 
nation, and hence diminished purchases of those 
manufactured products normally demanded in farm- 
ing sections. To quote the Congressional Joint Com- 
mission of Agricultural Inquiry, “If the prices of all 
commodities rose in exactly the same proportion, the 
relative welfare of the producers of the different 
commodities would remain the same, notwithstand- 
ing the increase in the general price level, and the 
purchasing power of one group of commodities would 

^Congressional Joint Commission of Agricultural Inquiry, Octo- 
ber 15, 1921, pp. 40-41; see also W. P. Gephart, Economic Worldj 
April 22, 1922, pp. 546-9. 
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remain constant in its relation to all other com- 
modities, but the prices of commodities do not rise 
or fall at exactly the same time.” ^ During the busi- 
ness cycle, prices of many articles have already be- 
gun to fall while prices of many other articles are 
still moving upward. The break in price movements 
comes at different dates for different commodities. 
Intensive studies have been made by the Harvard 
Committee of Economic Research in developing data 
to show the relations between these irregular price 
movements, to discover which prices rise first and 
which fall first in the stages of the cycle, and how 
great the lag is between the fluctuations. The break 
in the prices of livestock came in July, 1919; of cloths 
and clothing in March, 1920; of metal products in 
April, 1920; of foods, in May, 1920; of Bessemer 
pig iron in September, 1920; of bituminous coal in 
December, 1920, and of anthracite coal in March, 
1921.2 When business is unable to anticipate with 
approximate accuracy the date of such price turns, 
establishments find themselves with huge stocks of 
goods on hand which must be sold at a loss. To the 
extent that business informs itself ahead of time 
of the price turns, it is possible to retard or accelerate 
production in such a manner as to stabilize its profit 
margins. The proper control of production programs 
tends to minimize the irregularities of price move- 
ments and to prevent the excessive disparities. 

^Congressional Joint Commission of Agricultural Inquiry, pp. 
34-5. ^Ibid., pp. 60-1. 
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It is frequently true that prices are bid high in 
particular lines because the buyers are deluded 
through misinformation into believing that stocks 
of goods are limited. Fuller data on production, con- 
sumption, and stocks will tend to eliminate this mis- 
informed buying and to eliminate unwarranted price 
,, movements. Informed guesswork is a steadying 

price factor, whereas misinformed guesswork leads 
to reckless speculation and excessive price swings. 
I' Another factor tending to steady the balance of 

I prices is the increased stability in operating efficiency 

: I' and operating costs discussed at the beginning of the 

present chapter. Pohtical factors, such as tariffs, 
taxes, regulation of business, international policies, 

. I loans, and the like, affect the balance of prices by 

giving special advantages to certain lines of business 
or bearing down with the severity of heavy costs 
upon certain other lines. Greater control of the buy- 
, ing habits of the public is needed in order to main- 

tain the price balance, since, during periods of pros- 
perity, luxury and semi-luxury goods are in great 
I demand in comparison with goods which do not cater 

: to the temporary spirit of extravagance. It is broadly 

' . true that the maintenance of prosperity depends 

, I upon such a continuous balance between prices in 

' the various lines of business as will maintain mod- 

■ erate and stable profit margins. 

A third price phenomenon is the relative fluctua- 
i tions in prices at different stages of the process from 

raw material to consumer. Certain generalizations 

i 

! 

! 
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have been made as the result of comprehensive sta- 
tistical studies, and although they are not to be taken 
as hard and fast rules, nevertheless they are valu- 
able as indications of the general and probable trends 
of prices. First, as between wholesale and retail 
price fluctuations, wholesale prices tend to rise first 
and farthest, and to fall first and farthest in the 
respective stages of prosperity and depression. Re- 
tail prices are more fixed and stable than wholesale. 
Failure to realize that the full effect of a wholesale 
price increase does not take place at once in the 
retail market, but that it must take place eventu- 
ally, is responsible for many miscalculations. For 
instance, in the fall of 1919, dry goods wholesale 
prices were advanced from twenty to forty per cent. 
“These prices were to have been reflected several 
months later in retail trade. Many bankers, mer- 
chants, and others failed to appreciate the additional 
strain that this sharp price advance would make 
upon the credit resources of the country. It meant 
that a large volume of trade would have to be 
financed at much higher prices than were current 
even in November, 1919. It was obvious that we 
did not have the credit resources to meet this condi- 
tion, and a general business reaction was inevi- 
table.” 1 

Second, prices of labor tend to change more slowly 
than prices of commodities. Consequently, manu- 

^ M. T. Copeland, National Conference on Business Reporting, 
February 22, 1921, p. 7. 
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factured articles in which labor cost plays a large 
part tend to change their prices more slowly than 
do articles having a low labor content. Prices of 
salaries move still more slowly, and prices of rents 
tend to be slowest of all. 

Third, prices of raw materials fluctuate more 
sharply than prices of manufactured goods. The 
wholesale prices of raw mineral products are more 
sensitive to the changes of the business cycle than 
the prices of raw farm, animal, or forest products. 
In general, the prices at the initial stages of the 
process of production change more quickly and more 
sharply than the prices toward the end of the process 
and near the consumer. A proper amount of lag 
and interval in these price movements is normal and 
harmless, but at each stage of the adjustment, influ- 
ences are at work to exploit some advantage given 
by the price changes. These influences may be re- 
tailers trying artiflcially to hold prices up when 
wholesale prices have fallen, or manufacturers try- 
ing to pass the costs of inefficiency on to the buying 
pubhc, or large-scale organizations endeavoring to 
exert monopoly pressure, or labor organizations ex- 
acting undue wage advances or resisting just wage 
reductions, or land owners profiteering because of a 
housing shortage. Such exploitation of price read- 
justments aggravates disparity in price movements 
and intensifies the waste and suffering of a period of 
depression. Moderation of this type of price adjust- 
ment and equitability at each stage and to each 
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interest are indispensable to stabilization of busi- 
ness.^ 

Fourth, price stability depends in large measure 
upon the policies deliberately prevailing throughout 
the business world. The policy of profits at all 
hazards is damaging. By exacting exorbitant profits 
in periods of boom and selling at a loss during periods 
of slump, great numbers of business men contribute 
to excessive cyclical fluctuations. Traditionally this 
policy is ingrained in the economic system, but it 
certainly is not irremediable; in fact, change is al- 
ready noticeable, and to the extent that more and 
more business men see the advantage of self-restraint 
in prices and profits, a new and more stable attitude 
of mind may be brought to bean upon the situation. 
The importance of such a changed attitude and 
policy is forcefully stated by Governor W. P. G. 
Harding of the Federal Reserve Board as follows: 

“I think that we might do something to make our 
periods of depression shorter and the effects less 
severe, and that the best way to accomplish this is to 
exercise some self-restraint in boom times, avoiding 
extremes and keeping more nearly on a general level. 
I have in mind one important industrial corporation 
which in the fall of 1919 and the early part of 1920 
did not advance the prices of its products to anything 
like the level that some of its competitors did. As 
a result, while this important industry, like all others, 
is feeling the effects of the present depression, it is in 

^See B. M. Anderson, Jr., on “Right Prices,’’ Economic World, 
Sept. 17, 1921, pp. 400-1. 
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a strong position financially and will not be obliged 
to cut its prices in anything like the same proportion 
that other concerns, which advanced to higher levels, 
are obliged to do. This example, if generally fol- 
lowed, would tend to check runaway costs and break 
the force of reactions.” ^ 

This policy of self-restraint is most influential 
when exercised by the large corporations. In most 
of the important lines of production, some one or 
possibly two large companies have a real power of 
leadership in naming the prices for the commodities 
sold. Lesser companies often wait for the influential 
company to name its prices and thereupon the lesser 
parties adjust their prices to that standard. It is a 
matter of record that "the large and ably managed 
combinations which control a considerable' propor- 
tion of their industries have generally kept their 
selling prices more stable than prices had formerly 
been under competitive conditions.” ^ It is notori- 
ous, on the other hand, that any number of corpora- 
tions pursue price pohcies which are vividly de- 
scribed by such business phrases as “cut the melons 
as they ripen,” or “come in for a killing.” Price pol- 
icies of this kind mean extreme instability and ex- 
cessive maladjustment. They lead to temporary 
profit for certain individual corporations, but to per- 
manent loss to the economic system as a whole and to 
the public. The situation is clearly described by 
Henry R. Seager in these words; 

^Factory, September, 1921, p. 313. 

^W. C. Mitchell, “Business Cycles,” p. 462. 
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“The truth is, that in many of our basic indus- 
tries, concentration of production in large units has 
progressed to a point which enables a comparatively 
small number of large corporations to control the 
industries. 

“So long as a few business men are in a position to 
control the great industries, and so long as those 
business men honestly and sincerely believe that 
stabilized prices are to the best interest, not only of 
themselves, but in the long run, of the public, the 
penalizing of combinations will not deter such men 
from acting in unison, even without formal agree- 
ments to do so. And stabilized prices high enough to 
provide reasonable profits are to the advantage of 
the public as well as of producers. ... We need 
the stabilizing influence of cooperation in business, 
and even in price determination, if we are to avoid 
the wastes and losses of the period when steel and 
our other great staples were alternately prince and 
pauper.” ^ 

During recent years, a notable attempt to carry 
forward organization and cooperation in business has 
been undertaken by trade associations, and economic 
associations of all kinds. The dominating motive 
behind the phenomenal growth of these associations 
has been described by Herbert Hoover as “the desire 
for greater stability.” It is important to observe 
that trade associations are predominantly made up 
of the smaller establishments in business. Large- 
scale producers have facilities within their own 
organizations for gathering and interpreting statis- 

^New York Evening Post, March 21, 1922. 
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tics, but the smaller producers are enabled to secure 
a similar service only by cooperating through trade 
associations. Secretary Hoover points out that, 
“Little business can only hope to be equally informed 
and make equal efforts to promote its welfare 
through trade association.” ^ The uncertainties as 
to what trade associations may and may not do 
legally are not so great as to limit their usefulness 
severely. The tendency in some quarters to demand 
compulsory secrecy about prices and other business 
elements is inconsistent with the urgent need for 
greater stability in prices and business conditions. 

The broad movement in economic life is in the 
direction of more business organization and coopera- 
tion, toward the end of greater stability. Business 
finds it necessary to endeavor to control those “price 
oscillations which prevent production and disturb 
industry.” ^ The plea of Walter W. Stewart to 
economists deserves general cognizance: 

“Buying power depends upon price and output, 
and a collapse of either — at the farm or in the fac- 
tory — causes a breakdown in the exchange of goods. 
A proper organization of the vast system of markets 
and prices which stands between them and connects 
the farm and the factory would cause the products 
from these two sources to mutually and continu- 
ously support one another.” ® 

^Address before Trade Association Conference, Washington, 
D. C., April 12, 1922. 

^Walter W. Stewart, American Economic RevieWj Vol. XII, 
Sup., p. 43. 

^Ihid., p. 42. 
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In the treatment thus far of the uses of business 
information in stabilizing production and market- 
ing, the intensive points of analysis have been pro- 
duction and prices. At various places, these con- 
siderations have necessarily dealt with questions of 
demand and of sales, but it is desirable to deal sep- 
arately and directly with these marketing problems 
in order to give them adequate attention. “The crisis 
of 1920,” writes Warren M. Persons, “like every other 
crisis, caught the great majority of business men 
unprepared. Purchasers were doubling and trebling 
orders with the object of securing deliveries of the 
normal amounts, sellers were boosting prices, ex- 
panding operations, and enlarging inventories. Sales- 
men in nearly all lines were confident that flush times 
would continue indefinitely.” ^ Probable demand 
was disastrously miscalculated. Likewise, during 
depression, the majority of business men flounder 
in distress because they have no reliable forecast of 
the depths to which the market will go or of the time 
when a turning point will likely be reached.^ No 
query is more important in planning business safely 
and steadily than the future course of demand. The 
instability of modern business arises in large measure 
from the unsuccessful guesses which business men 
commonly make on this factor. The most disastrous 
part of this delusive guesswork is witnessed as the 

^American Economic Review^ Vol. XII, Sup., p. 6. 

^See, for instance, address of M. C. Rorty, Convention of 
United States Chamber of Commerce, April 27, 1921, p. 5. 
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peak of a period of prosperity approaches. Nearly 
everybody is sure thM the utmost of production is 
necessary to meet the feverish demand, just at the 
point when the demand is in reality on the verge 
of collapse. The forecasting of demand has, as a 
primary objective, the forecasting of the time when 
demand will suffer the effects of the upward and 
downward movements of the business cycle. The 
indices of general business conditions and the laws 
of cyclical movements are available as guides for 
this piece of forecasting, and there is hope that the 
bitter lessons of the past will induce the preponder- 
ance of business judgment to give greater heed in 
the future to these demand warnings. 

Cyclical movements of demand are interwoven 
with secular, seasonal, and residual movements. The 
secular trend of production has already been ex- 
plained and in its nature corresponds to the secular 
trend of demand. The production of any single 
commodity can be traced over a period of years and 
a line of normal growth can be charted. Within 
limits, it is possible to project from this data the 
probable demand for this type of product months 
or years hence. Normal demand for each type of 
commodity follows a line of growth which ordinarily 
is regular enough to serve as a basis for helpful fore- 
casting. Seasonal movements of demand are sus- 
ceptible to definite measurement. The normal de- 
mand for a given product for any one month is not 
ordinarily one-twelfth of the yearly demand, but a 
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fraction of the yearly demand which represents 
seasonal variation, and which is fairly regular in 
corresponding months from year to year. Standard- 
ization of styles of product and simplification of 
production aid in controlling the coordination of 
production with seasonal demand. The residual de- 
mand movements arise from political events, strikes, 
wars, and uncontrollable or chance phenomena. 
Prediction of the effects upon demand from these 
causes is difficult over long periods of time, but offers 
a helpful measurement over brief periods. 

^ The needs of buyers, although subject to the influ- 
ences just mentioned, may well be studied as a dis- 
tinct problem. Industries producing such articles 
as automobiles, agricultural machinery, or phono- 
graphs, find that the original demand when the goods 
are first introduced is superseded by a replacement 
demand, when the buyers of a country have been 
accustomed to the use of the article. This replace- 
ment demand is not large enough to equal the initial 
demand, and consequently can not give full-time 
work for the productive apparatus originally in- 
stalled. The number of actual and potential users, 
the capacity of the industry for annual production, 
and the durability of the article are factors in this 
problem, and all are capable of useful statistical 
analysis. The heavy demand for articles that cater 
to extravagance and luxury comes with the waxing 
of prosperity, and tends to disappear during ensu- 
ing depression. Staples and necessities have a more 
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stable demand, in that such commodities as food and 
clothing are constantly needed. However, this 
stability of need is somewhat misleading, since at 
certain periods of the business cycle heavy stocks 
of goods are being accumulated. For some months, 
therefore, buyers’ needs are largely met out of ac- 
cumulated stocks instead of out of current new 
production. Knowledge of stocks on hand is, there- 
fore, necessary for a judgment on probable sales. 

The purchasing resources of buyers is a further 
important consideration. The incomes of various 
classes of the population fluctuate in response to 
changes in the general price level, changes in the 
equilibrium of prices of individual services and 
products, and changes in the equilibrium of prices 
and costs. The purchasing resources of the agri- 
cultural population were high during war prices for 
farm products, but these resources were severely 
reduced by the slump of farm prices in 1920-21 out 
of all proportion to other price declines. Wage 
levels, salary levels, profit levels fluctuate widely in 
accompaniment to the business cycle, and such 
fluctuations are reflected in a changed purchasing 
power for the groups concerned. Unemployment 
accentuates the weakened demand of a period of 
depression, because it cuts off the incomes and pur- 
chasing power of millions of consumers. The 
national mood of thrift during hard times and of 
extravagance during good times affects the volume 
of purchasing power that will be directed toward 
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particular commodities and services. The phenom- 
enon known as “the consumers’ strike” is not so 
much a change in potential purchasing power as in 
the fraction of that purchasing power which actu- 
ally becomes effective in demand and sales. “It is 
easily possible,” declares Lewis H. Haney, “to know 
for each industry the following factors affecting 
demand: Purchasing power of consumers, taste of 
consumers, indicated consumption, and the facts as 
to quantity sold in each market. Under the head 
of demand, it will be possible some day to rely upon 
an accurate statistical index of the purchasing power 
of consumers.” ^ 

The price expectations of dealers and consumers 
affect strongly the course of demand. When buyers 
expect that prices are going up, they tend to buy 
heavily; when they expect that prices are going 
down, they tend to buy lightly. The price expecta- 
tion may be merely a bad guess, the effect of rumor 
or propaganda; nevertheless it has a material effect 
upon the time in the cyclical price movements when 
demand becomes heavy and when it becomes weak. 
A price advance which does not carry with it the 

^Administration, January, 1922, pp. 72-9. An instructive illus- 
tration of this possibility is found in the work of the New York 
University Bureau of Business Research, under the direction of 
Professor Haney. This bureau has prepared trade barometers for 
the wholesale grocers of New York State. These barometers 
chart the course of monthly sales, the price of the product, the 
physical volume of the business, the consumers’ purchasing power, 
and the future trend of the grocery business. “The whole is 
based on a study of the causes that affect the particular trade 
and location.” 
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expectation that the price soon will be advanced 
still further does not stimulate larger buying. It 
is the expectation of the future course of prices 
which affects heavily the demand curve, and which 
should enter carefully into demand anticipations.’- 
Moreover, the scope of the market enters in im- 
portant ways into the anticipation of demand. The 
purchasing power of foreign buyers conditions the 
demand for numerous and important American 
products. Economic, political, and psychological 
factors have a bearing upon the foreign demand. 
This type of demand affects vitally certain indus- 
tries, and indirectly through them exerts heavy 
influences upon related industries. It is true that 
the total exports from the United States per annum 
average only from five to ten per cent of our total 
product, but the significant fact is that in certain 
lines of activity the export sales constitute a large 
and vital part of the total sales. For instance, we 
export from twenty to forty per cent of our wheat 
crop and about sixty per cent of our cotton crop. 
A failing in foreign demand for such individual prod- 
ucts injures directly the industries which export 
heavily, but so sensitive are the interrelations of 
prices and the interdependence of aU lines of busi- 
ness that indirectly the prosperity of nearly all busi- 
ness is affected.^ Some commodities have a strictly 

^See F. W. Taussig, Quarterly Journal of Economics, VoL 
XXXV, pp. 394-411, especially pp. 396-9. 

®See, for instance, the report of the Joint Commission of Agri- 
cultural Inquiry, Sixty-seventh Congress, House of Representa- 
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national market, but the national demand is not 
even for all sections of the country. Variations from 
section to section require minute analysis. In the 
above survey of demand anticipation, the effort has 
not been to include all factors which influence de- 
mand, for these are as wide and inclusive as all 
of modern civilization. On the contrary, the effort 
has been to outline some approaches to the problem 
of demand which aid in a better coordination be- 
tween production and distribution and which con- 
tribute toward more stability in business. 

The penalty of a miscalculation of demand is seen 
in its severest form at the end of a period of pros- 
perity and the beginning of crisis or depression. A 
large part of producers and dealers have stocked 
up heavily with goods on the rising price market, 
hoping thereby to avoid the stiU higher prices which 
they see ahead. When the break comes they find it 
necessary to liquidate these heavy inventories, 
usually at prices which inflict severe losses. This 
speculation in commodities is not reprehensible be- 
cause it is speculation, but because it is misinformed 
and ruinous speculation. The speculators in inven- 
tories commonly are caught in their endeavor to play 
the price movement to the last minute of the period 
of advance. The experience of business men who 
have planned their way successfully through periods 
of general liquidation in industry makes it clear that 

tives Report No. 408, Submitted October 15, 1921, especially 
Part I. 
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purchasing power of foreign buyers conditions the 
demand for numerous and important American 
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^See F. W. Taussig, Quarterly Journal of Economics, VoL 
XXXV, pp. 394-411, especially pp. 396-9. 
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cultural Inquiry, Sixty-seventh Congress, House of Bepresenta- 
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even for all sections of the country. Variations from 
section to section require minute analysis. In the 
above survey of demand anticipation, the effort has 
not been to include all factors which influence de- 
mand, for these are as wide and inclusive as all 
of modern civilization. On the contrary, the effort 
has been to outline some approaches to the problem 
of demand which aid in a better coordination be- 
tween production and distribution and which con- 
tribute toward more stability in business. 

The penalty of a miscalculation of demand is seen 
in its severest form at the end of a period of pros- 
perity and the beginning of crisis or depression. A 
large part of producers and dealers have stocked 
up heavily with goods on the rising price market, 
hoping thereby to avoid the still higher prices which 
they see ahead. When the break comes they And it 
necessary to liquidate these heavy inventories, 
usually at prices which inflict severe losses. This 
speculation in commodities is not reprehensible be- 
cause it is speculation, but because it is misinformed 
and ruinous speculation. The speculators in inven- 
tories commonly are caught in their endeavor to play 
the price movement to the last minute of the period 
of advance. The experience of business men who 
have planned their way successfully through periods 
of general liquidation in industry makes it clear that 

tives Eeport No. 408, Submitted October 15, 1921, especially 
Part I. 




264 THE STABILIZATION OP BUSINESS 

the average dealer and producer invites disaster by 
trying to hold goods to sell at the very peak of 
prices. Also, it is generally unsound policy to wait 
on a downward price movement until the very bot- 
tom has been reached before enlarging the inven- 
tories of the business. The degree of caution which 
is conducive to stable profit margins indicates that 
large inventories should be liquidated safely in ad- 
vance of the peak and break of prices, and that they 
should be expanded in depression without waiting 
for the utmost drop in prices. Moreover, business 
men have found that when they are caught on a 
downward market with heavy stocks, it is usually 
the best policy to dispose of the inventories promptly 
at a loss and reestablish their current business on a 
basis of the new costs and prices prevailing. To 
carry large inventories of salable goods at one time 
and small inventories at another is sound business 
policy and contributes to business stability, pro- 
vided business anticipates carefully the turning point 
in movements of price and demand and acts safely 
in advance of the extreme limit of rise or fall. 

This selling policy is intimately related with the 
purchasing policy of business. The manufacturer 
and dealer constantly face the questions of when 
to buy raw materials and how much to buy. The 
general policy of making heavy purchases of raw 
materials or of stocks on a rising market and low 
purchases on a falling market is not unsound, but 
the faulty application of it to actual purchasing 
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policy has brought endless error and miscalcula- 
tion. The danger of miscalculation is greatest near 
the peak of prosperity and the break in prices. The 
purchasing agent is able to reduce greatly the error 
of his calculations by a careful interpretation of 
statistics of production, prices, demand, stocks, and 
credit. For instance, numerous industries have 
proved it useful to chart price fluctuations, and to 
draw through the fluctuations a median line. The 
volume of purchases is graduated according as prices 
are above or below the median line. When prices 
are rising above the median line, the purchases are 
moderated to a relatively light amount, and when 
they become excessive above the median line, pur- 
chases are made “from hand to mouth” in order to 
avoid being caught with heavy supplies of high 
cost goods when the break in prices comes. On the 
other hand, when the prices go below the median 
line, the purchases are made in larger and larger 
amounts, with the view of carrying six months’ or 
a year’s supply. The advance supply to be carried 
need not be regulated mechanically by such calcu- 
lation, but should be judged by accompanying con- 
siderations of the speculative habits in the industry, 
of railroad conditions, or of other factors. Such 
statistical guides are an effective check on individual 
opinions and expectations, and help to protect pur- 
chasers from falling victims of their own over-opti- 
mism or over-pessimism. 

Knowledge of the purchases and stocks of raw 
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materials, of the manufactured product, and of 
dealers’ stocks, helps to analyze a given industry at 
all stages from raw material to finished product. The 
rubber and pig-iron industries supply raw materials 
for automobile manufacturers and these in turn 
supply stocks to a mass of scattered dealers. Pig 
iron, harvesting machinery, dealers with farmers, 
make up a similar series. Wool, knit goods, whole- 
salers and retailers offer a similar series. Business 
men at each stage of the series find knowledge of 
purchases, price movements, stocks and consump- 
tion in all the other stages, of deep value in planning 
purchases and general policy. Narrowing of atten- 
tion to an individual stage of the process from raw 
material to consumer prevents proper correlation of 
business judgment. Conspicuous among the con- 
cerns which suffer most from liquidation losses 
during crisis and depression are those which confine 
their knowledge of economic data too closely to their 
own limited field of business.^ 

Advertising pohcy backed by proper sales organi- 
zation has important consequences for the stabiliza- 
tion of demand. The prevalent practice has been 

^Numerous examples of companies which failed during 1920-22 
to judge correctly their purchases and inventories were to be 
found in the rubber and steel industries. Companies which pur- 
sued a more stable policy in this respect might be named, such 
as the American Radiator Company, Hart Schaffner and Marx, 
Dennison Manufacturing Company, the Westinghouse Electric 
and Manufacturing Company, Adolph Lewisohn and Sons, Nor- 
wood Tire and Rubber Company, Joseph and Feiss Company. 
For descriptions of policy, see New York Evening Post articles, 
October 17 to November 10, 1921. 
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to advertise heavily as money came easily during 
waxing prosperity and to economize closely on 
advertising during hard times. In other words, at 
that period of the cycle, when demand is naturally 
strongest, business has spent large sums in adver- 
tising to intensify the demand still further. At the 
period when demand is very weak, and when every 
reason exists for stimulating it, business has cut the 
advertising schedule to the minimum. Numerous 
business men insist that this is the only practicable 
advertising policy, but it seems true that to a very 
large extent their point of view is determined more 
by the force of custom and tradition than by the real 
needs of the business situation. What the business 
situation calls for is intensive advertising to sus- 
tain demand during the slump when demand tends 
to die out, and moderate advertising during boom 
periods when demand is already heavy and com- 
panies are rushed with orders. Such an advertising 
policy tends to stabilize demand. The old policy 
aggravates the fluctuations of demand that are 
already excessive within the business cycle. 

It is not intended, however, to assert that the 
principle applies in a mechanical way to all lines of 
business. There are unquestionably many lines of 
business in which advertising is at all times a very 
minor force in the creation of demand. There are 
others in which the elasticity of demand is not sub- 
ject in any practicable way to advertising control. 
After due allowance has been made for such varia- 
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tions and exceptions, it remains true that the gen- 
eral principle, reversing as it does much of the 
advertising policy of business, is applicable to a 
very large proportion of industries and deserves 
much wider adoption. Two important corollary 
policies are involved. Tirst, advertising itself is 
likely to be a wasted expense unless it is backed 
by a vigorous and aggressive sales organization. 
Advertising alone does not create demand ; what it 
does accomplish of deep value is to pave the way 
for effective work by the sales organization. The 
second corollary is that such an advertising policy 
requires a system of reserves, set aside during pros- 
perous years, to be appropriated for advertising pur- 
poses during those slump periods when every effort 
is needed to sustain demand.^ 

The problem of coordination has also to be viewed 
from the standpoint of the relation between per- 
manent new construction and goods turned out for 
immediate consumption. The President’s Confer- 
ence on Unemployment in October, 1921, stated: 

“In any analysis of our productive processes we 
can make a broad distinction between our additions 
to national plant and equipment, such as houses, 
railroads, manufactures, and tools on the one hand, 
and the consumable goods which we produce on the 
other. At the present time we increase our activities 

^Instructive accounts of the experience of various companies 
working under this general policy, in one form and another, will 
be found in the issues of Printers’ Ink and of System for the 
years 1921 and 1922. 
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in both of these directions at the same time and in 
their competition with each other we produce our 
booms.” ^ 

The construction of new buildings and of new 
equipment picks up toward the end of a period of 
depression and proceeds in large volume during the 
period of revival and growing prosperity. Toward 
the end of prosperity costs of loans, labor, and 
materials become so high that the rate of increase 
in volume of construction is checked. But it is 
only the rate of increase that is checked, for the 
actual volume of construction tends to remain large 
up to the peak of prosperity. With crisis and de- 
pression, construction falls off greatly. The produc- 
tive equipment is greater than the demand for the 
goods turned out by it, and the maladjustment be- 
tween the additions to capital and the consumers’ 
demand makes inevitable the readjustment brought 
about by crisis and depression. 

The desire to regulate and control the additions 
to national plant and equipment faces a complex 
array of difficulties. The distribution of savings and 
investments between various periods of the business 
cycle involves fundamental relations with the whole 
structure of the credit institutions.^ However, vari- 

^See also in explanation of this phenomenon F. W. Taussig, 
“Principles of Economics,” Vol. I, Chap. 29; E. Jones, “Economic 
Crises,” pp. 73 ff.; T. E. Burton, “Crises and Depressions,” 
pp. 306-8; W. C. Mitchell, “Business Cycles,” pp. 5-19, Chaps. 
VIII, XIV. 

^See S. C. Schluter, American Economic Review Supplement^ 
March, 1922, pp. 38-9; W. E. Lagerquist, “Investment Analysis,” 
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ous constructive measures of deep importance 
recommend themselves. The importance of plan- 
ning government building by federal, state, and local 
authorities for periods of depression and of planning 
capital expenditures by public utilities such as the 
railroads on the same principle is discussed by other 
contributors to the present volume.^ The planning 
of private construction, such as new plant or new 
housing, may well receive separate treatment. 

Building statistics for the years 1919, 1920, and 
1921 indicate the relative importance of various 
forms of construction. Business and industrial con- 
struction constituted approximately one third of the 
total value of contracts awarded in 1919 and 1920, 
and about one fifth of the total in 1921. Residential 
construction constituted about one third of the total 
value in 1919, less than one fourth of the total value 
in 1920, and more than one third in 1921. The two 
forms of construction combined constituted about 
two thirds of the total value of building contracts 
in 1919, about fifty-eight per cent of the total in 
1920, and about fifty-eight per cent in 1921. For 
the three periods, therefore, the value of building 
for residential and industrial purposes ranged be- 
tween three fifths and two thirds of the total value 
of all building.^ It is, of course, true that the total 
volume of construction fell off sharply during the 

Chaps. X-XI; W. C. Mitchell, “Business Cycles,” Chap. VIII, and 
pp. 483-494. 

^See pp. 164-167; 324-341. 

^ '^Survey of Current Business,” May, 1922, pp. 70-3. 
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depression of 1920-1921. If the year 1916 be taken 
as the base year, represented by the index 100, the 
building activity of the last nine months of 1920 
would be approximately thirty-four.^ The United 
States faces an extraordinary shortage in housing 
on account of the diversion of economic effort to 
war purposes prior to 1919, and since that time to 
the manufacture of consumable commodities. The 
peculiarity of the post-war situation was broadly 
summed up in the report of September 29, 1921, by 
the President’s Conference on Unemployment: 

“We are short more than a million homes; all kinds 
of building and construction are far behind national 
necessity. Considering all branches of the construc- 
tion industries, more than two million people could 
be employed if construction were resumed. Undue 
cost and malignant combinations have made proper 
expansion impossible.” 

That part of private construction which is for 
residential purposes is financed mostly from savings 
of wage-earners and salaried classes. “Those capital 
accumulations which find their way into the savings 
banks and which pass through building and loan 
associations go largely into these building opera- 
tions. Real estate is still the standard investment, 
too, of the lower middle classes.” ^ Full informa- 
tion placed at the disposal of those interested in 

^Carl Snyder, American Economic Review, March, 1921, p. 74; 
see also estimates of building volume by A. G. Wheeler in the 
“Bankers Economic Service,” June 21 to July 12, 1921. 

^ David Friday, New Republic, December 14, 1921, p. 65. 
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building homes, showing the most favorable periods 
in the business cycle for such construction, should 
be of help in distributing a larger share of housing 
construction during periods of depression. The 
lowered building costs of depression insure more 
economical construction, and the demand for build- 
ing materials and the direct labor employed in build- 
ing insure relief from the unemployment characteris- 
tic of such periods. It is a common occurrence for 
building costs not to reach bottom until toward the 
end of a period of depression. This fact would dis- 
courage builders from activity during the forepart 
of depression, but there is every sound economic 
reason for adjusting a larger volume of housing con- 
struction to the low cost periods of the business cycle. 
Such a policy benefits the house owner through its 
greater economy, and benefits the laborer through 
the relief of unemployment at the period of widest 
suffering. 

That part of private construction which is for 
industrial and business purposes derives its capital 
mainly from two sources — the sale of corporate 
securities and the reinvestment of corporate sur- 
plus. The corporate surplus is large in prosperous 
years and very small in years of depression : 


F ear Estimates of corporate surplus ^ 

1913 $1,000,000,000 

1914 500,000,000 


^ National Bureau of Economic Eesearch, Income in the United 
States, p. 35; see also David Friday, New Republic, December 14, 
1921, p. 65, 
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1915 1,600,000,000 

1916 3,900,000,000 

1917 3,400,000,000 

1918 1,700,000,000 

1919 1,300,000,000 

1921 500,000,000 


About nine tenths of corporate surplus as here 
estimated is retained by corporations and used for 
“the extension or safeguarding of business.” ^ In 
the depression years of 1914 and 1921, only one half 
billion dollars of corporate surplus was available. 
In other words, the current income of corporations 
during hard times is insufficient to meet the expense 
of any considerable amount of current construction. 
If the huge corporate surplus of prosperous years is 
spent in immediate expansion of plant and equip- 
ment, all such building activity is carried on at the 
relatively high building costs characteristic of that 
stage of the cycle. The basic principle of stabiliza- 
tion would call for the setting aside of reserves during 
boom years to be used for new construction later 
on during depression, unemployment, and lowered 
costs. The long-range planning of capital expendi- 
tures in this manner would reduce the immediate 
and permanent costs of plant expansion, and would 
aid tremendously in the relief of unemployment at 
critical periods. Business thereby would benefit 
itself by economy, would benefit labor by providing 
employment during hard times, and would benefit 


^Bureau of Economic Research, ibid., pp. 32, 46. 
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the public by moderating the force of the cyclical 
changes.^ 

The other source of corporate expansion, namely, 
the sale of securities, lends itself to the long-range 
planning of construction only in so far as the invest- 
ment market permits. There is not space here to 
analyze the movements of interest rates and of prices 
of stocks and bonds, but the generalization may be 
made on the basis of available studies that the ten- 
dency is for construction financed from this source 
to advance rapidly with prosperity and rising costs, 
to be checked but not decreased near the peak of 
prosperity and high costs, and to fall off heavily 
during depression.^ The possibility of modifying 
these tendencies in conformity with the principle of 
stabilization of business meets with many difficulties. 
It is conceivable that the modification will take place 
as other phases of business policy are adapted to 
greater stability, but the main hope of stability 
through long-range planning of construction lies in 
the setting aside of ample reserves from corporate 
surplus in good years to be used for expansion of 
equipment in light years. 

Business men find it difficult to plan their build- 
ing programs far enough in advance to comply with 
this objective. It is easier to rush new building when 

^See article by Arthur Woods, Chairman Committee on Civic 
and Emergency Measures, President’s Conference on Unemploy- 
ment, in North American Review, April, 1922, pp. 456-67. 

” See W. C. Mitchell, “Business Cycles,” Irving G. Fisher, “The 
Purchasing Power of Money,” W. E. Lagerquist, “Investment 
Analysis.” 
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demand is feverish in prosperous periods. But the 
unsystematic and hurried effort to provide produc- 
tive equipment in that fashion leads to tremendous 
and often disastrous miscalculations. When the rush 
construction is completed, the productive capacity 
of the particular line of industry becomes so great 
that overproduction of that line of goods results. 
The maladjustment of productive capacity to actual 
demand brings about the unbalancing of production 
and marketing, with attendant crisis and depression. 
Then the companies which rushed their building 
programs have idle plants on their hands, built when 
costs were excessive, involving ruinous burdens of 
overhead expense w^hich have to be met during the 
slump period. It is notorious that in the past the 
rate and volume and timing of industrial construc- 
tion have been disastrously miscalculated. The long- 
range planning of production is practicable, with 
modern information for the forecasting of demand, 
of normal production, of prices and costs, and of 
the permanent and stable productive capacity which 
a given line of industry can maintain without de- 
stroying the balance between industries. 

The problem of coordination of production and 
marketing must be considered from the standpoint, 
finally, of an industry which is basic in America — 
namely, agriculture. The attempts by W. S. Jevons 
and H. S. Jevons to prove that periods of business 
cycles correspond with periods of sun-spots were 
unconvincing. Subsequent studies of the same prob- 
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lem have been made by refined statistical methods, 
and have been more successful. H. L. Moore briefly 
states his conclusion from such studies as follows: 
“The weather conditions represented by the rainfall 
in the central part of the United States and prob- 
ably in other continental areas, pass through cycles 
of approximately thirty-three years and eight years 
in duration, causing like cycles in the yield per acre 
of the crops: these cycles of crops constitute the 
natural, material current which drags on its surface 
the lagging, rhythmically changing values and prices 
with which the economist is more immediately con- 
cerned.” ^ It is contended that the crop cycles gen- 
erate cycles of food prices, of prices of organic raw 
materials, and of prices of manufactured commod- 
ities. The adjustments necessitated between prices 
and costs and demand and supply, it is argued, are 
basic causes of the broad business cycles. The sta- 
tistical evidence behind the hypothesis is impres- 
sive, although not necessarily conclusive.^ However, 
the practicability of control over cycles is not thereby 
impaired, since those phases of cycles which are 
subject to control are such as to offset the harmful 
tendencies of crop fluctuations.® All the policies 

"^‘'Economic Cycles: Their Law and Cause,” p. 147, and articles 
in Quarterly Journal of Economics, February, August, and No- 
vember^ 1921. 

®See Warren M. Persons, American Economic Review, Vol. V, 
pp. 640-8 and W. H. Beveridge, Economic Journal, Vol. 30, pp. 13, 
209; Vol. 31, pp. 429-52. 

®See W. O. Mitchell, ^^Business Cycles,” pp. 239, 582, and in 
American Ecoirtomic Review,, March, 1922, Supplement, p, 21. 
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outlined in this volume are instrumental in that con- 
trol. It will be advantageous, however, to deal 
specifically with certain policies which bear directly 
upon the agricultural aspects of cycles. 

Some control over volume of agricultural produc- 
tion is not impossible. It is not, of course, proposed 
that the meteorological conditions can be regulated, 
but it is proposed by careful authorities to predict 
the time of their occurrence. For instance, H. L. 
Moore has made an elaborate analysis of the yield 
and price of cotton, the chief object of the analysis 
being as follows: “To make a contribution to 
economic science by showing that the changes in 
the great basic industry of the South which dom- 
inate the whole economic life of the Cotton Belt 
are so much a matter of routine that with a high 
degree of accuracy they admit of being predicted 
from natural causes.” ^ From an analysis of Pro- 
fessor Moore’s evidence. Professor Warren M. Per- 
sons asserts: “Without question he has succeeded. 
Professor Moore has demonstrated his thesis.” ^ The 
wide application of such predictions would aid in 
regulating within limits the crop cycles. It is diffi- 
cult to attempt to regulate agricultural production 
by limiting or expanding acreage, when weather and 
climate exercise determining influences over the 
year’s production — unless there is some ground for 

^ ^forecasting the Yield and Price of Cotton,” 1917. 

^American Economic Review, Vol, VIII, p. 405; see also David 
F. Jordan, ^‘Business Forecasting,” pp. 10-11, 239-40. 
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prediction of this latter factor. Reasonably reliable 
prediction at this point would be of vital aid. It is 
necessary, also, to take cognizance of the left-over 
stock of farm products in giving thought to further 
production. Along this line, the words of President 
Harding’s opening address to the National Agricul- 
tural Conference are suggestive: “With proper 
financial support for agriculture and with instru- 
mentalities for the collection and dissemination of 
useful information, a group of cooperative marketing 
organizations would be able to advise their members 
as to the probable demand for staples and to propose 
measures for proper limitation of acreage in par- 
ticular crops.” Such a limitation of acreage in par- 
ticular crops would necessitate a greater diversifica- 
tion of crops than now exists. 

In the coordination of crop production with 
marketing, it is necessary to bear in mind that 
“foodstuffs are particularly subject to the vicissi- 
tudes of the market. A relatively slight surplus will 
result in a disproportionately sharp drop in prices. 
On the contrary, scarcity in relation to demand will 
bring about a sharp rise.” ^ A deficiency of one tenth 
in the product of a particular staple results in an 
increase of three tenths in the price; a deficiency of 
two tenths in the product results in an increase of 
eight tenths in the price. American producers of 
cotton will receive more for a year’s crop of 9,000,000 
bales than for a crop of 13,000,000 bales. American 

^Federal Reseive Board Bulletin, March, 1922, 
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producers of wheat will receive more for a year’s 
ci’op of 700,000,000 bushels than for a crop of 1,000,- 
000,000 bushelsd Efforts to control the prices of 
staple crops by a protective tariff are a delusion to 
the American farmer. The two policies which hold 
out the most hope for coordination of production and 
marketing are cooperative marketing organization 
and adequate long term credit for farmers. 

The legality of farmers’ cooperative marketing has 
been definitely established by the enactment of a 
federal law. The volume of agricultural cooperative 
marketing increased six hundred per cent in 1920, 
with a total turnover of nearly $1,000,000,000.^ The 
main benefits from cooperative marketing, according 
to Bernard M. Baruch, will be a “fair and just stabili- 
zation of the markets” for the farmer’s products, “an 
equitable and dependable compensation for his time 
and labor,” and “the orderly marketing of farm prod- 
ucts under intelligent direction.” Consequently, 
“markets will be supplied according to their needs, 
and the salutary tendency will be to avoid both gluts 
and scarcities.” ® 

Professor R. T. Ely, observing the President’s 
Agricultural Conference, declared: “The best 
thought of the conference was that farmers' com- 
binations are indispensable if the farmer is to be 

^ Opening address by President Harding before National Agri- 
cultural Conference, January 23, 1922, data based on findings of 
Congressional Joint Commission of Agricultural Inquiry, 1921. 

"Bernard M. Baruch, World's Work, March, 1922, p. 476. 

'^Ihid., pp. 474-80. 
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prosperous; and to have a prosperity in which aU 

may participate.” ^ . t. 4.1, 

The orderly marketing of farm products, whether 

cooperatively or individually, requires appropriate 
credit facilities. The turnover of the farmers’ prod- 
uct ordinarily continues throughout at least a twelve 
months’ period, and in the case of livestock, the 
turnover continues for a period as high as three 
years. Commercial credit institutions have been 
developed mainly in response to manufacturing and 
distribution needs, where the period of turnover is 
a few weeks or a few months, and hence where the 
demand has been for short time commercial credit. 
The Federal Reserve Board recognizes that “there is 
a need for agricultural credits of an intermediate 
type running from six months to three years for 
production and marketing purposes.” ^ The short 
term credits, when applied to farming, tend to force 
onto the markets an abnormally large amount of 
products in an unusually short period of time. The 
result is instability in the relations between supply 
and demand, and in the welfare of agricultural inter- 
ests. The longer term credits, operating frequently 
through cooperative organizations, should make 
possible a smoother and more balanced marketing 
over the entire twelve months of the annual product. 
Progress in these directions does not imply the 
abandonment of the organized exchanges or the 

^Review of Reviews, March, 1922, p. 274. 

® Federal Reserve Board Bulletin, March, 1922. 
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elimination of middlemen. But it does imply an 
organization of the relationships between farm pro- 
ducers on the one hand, and exchanges and middle- 
men on the other, and a greater equality in the bar- 
gaining capacities of the producers and distributors 
of the agricultural product.^ The unfolding of these 
policies is gradual and difficult, and the results prom- 
ised will not meet the whole need and wish of farm 
producers. Nevertheless, in that direction lies the 
promise of the greater stability and coordination 
which the economic order requires, if it is to Justify 
itself in the eyes of those who suffer and prosper 
within it. 

The principles offered in this chapter make ho pre- 
tense to include all the elements that enter into the 
coordination of production and marketing. Indeed, 
all the contributions to the volume are inseparable 
in their significance from the subject of treatment in 
this particular chapter. But the purpose here has 
been to correlate and explain those factors which 
bear with unusual directness on the problem of co- 
ordination. The technique of business control is in 
its initial stages of development, yet the broad out- 
lines are already distinct enough to point with help- 
ful clearness toward the requirements of a substantial 
degree of stability in business activity. The control 
of operating efficiency in both physical and human 

^See American Economic Review, Volume XI, pp. 207-231; 
also T. Macklin, Efficient Marketing for Agriculture, especially 
chapters IX, XIII, XVI. 


282 


THE STABILIZATION OP BUSINESS 

relations in industry, and the adaptation of the in- 
dividual establishment to the outside economic 
forces are primary tasks of modern business. With 
the good will and intelligence of modern business 
leadership, the evolution of events should move 
steadily toward the objective. 


CHAPTER VI 


INTBENATIONAL PROBLEMS IN BUSINESS 
STABILITY 

Edwin R. A. Seligman 

It is a platitude to state that nowadays no country 
can live to itself alone and be completely independ- 
ent of its neighbors. But it is not always realized 
what changes have supervened in modern economic 
life to lend force to that statement. It may be profit- 
able by way of introduction to consider the various 
causes that have contributed to bring about this 
result. For modern business life with its subtle and 
complex mechanism may be compared to a finely 
adjusted watch. When the watch is in order it 
runs with far more accuracy and precision than did 
the clumsy timepieces of former centuries. But just 
because of the delicacy of its mechanism it is far 
more liable to be thrown out of gear by a sudden 
shock. Modern economic life, just because it has 
become more international in character, functions 
normally with far greater stability and with im- 
mensely greater efficiency than in former times. But 
precisely because of this fact the instability caused 
by a sudden rupture of international relations may 
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bocome vastly more pronounced and immeasurably 
more injurious than before. What is true of inter- 
national business is true, however, of every higher 
form of life. When Herbert Spencer defined progress 
as **an integration of matter from an indefinite, in- 
coherent homogeneity to a definite, coherent hetero- 
geneity” he expressed what is now an accepted truth. 

Let us then proceed to consider in what respects 
modern economic development has contributed in 
its international aspects to normal stability and to 
potential instability. 

I 

MODERN BUSINESS AND INTERNATIONAL TRADE 

The first consideration obviously is connected with 
the growth of trade and commerce. Originally trade 
was entirely local in character. The primitive com- 
munities produced all they consumed and consumed 
all they produced. When trade between communities 
began, it was restricted to a very few articles and 
limited within a narrow compass. For a long time, 
only the chance superfluities of one small group were 
traded for the similarly fortuitous surplus of an- 
other. When the early family group increased 
in size and its members differentiated in function, 
the village or town secured from its agricultural 
hinterland the raw materials which, after being 
worked up into finished products, were disposed of 
in turn to the farmers. The early fairs and marts 
dealt in barter only on a small scale. It was much 
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later that commerce with other countries developed; 
but even then for many centuries commerce took 
the form of retail transactions, maritime commerce 
being represented to an overwhelming extent by the 
individual trader in his own ship buying from, and 
selling to, an individual foreigner on a small scale. 
Even when the transactions grew in volume, the 
wholesale- market was for along time limited to a few 
articles. In England, for instance, all through the 
Middle Ages so-called staples were only five or six 
in number. 

Entirely different is the situation of the modern 
world since the revolution in the means of transpor- 
tation, both water and land. The whole world has 
now been unlocked^, and the area from which raw 
[ materials are sought encompasses the globe: cotton 

and copper from the United States, silk and tea from 
China, tin from the Malay States, jute from India, 
coffee from Central America, rubber from Brazil, 
hides from the Argentine, copra from Africa, wool 
from Australia, sugar from Hawaii and Cuba — these 
and countless other raw materials of modern life 
come not only from every nook and corner of the 
world but are dealt with in wholesale. Moreover, 
with the increase in the area from which the raw 
materials are drawn, there has been a growth in 
competitive conditions. No one country, with insig- 
nificant exceptions, nowadays enjoys a monopoly of 
any particular product, and the price on the inter- 
national market is continually being affected by 
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unpredictable changes in the output of each com- 
peting area. 

The normal stability in the price of raw materials 
is however, an expression of the equilibrium between 
supply and demand. The same forces which have 
so greatly increased the area of the suppty have 
prodigiously augmented the amount of the demand. 
Here "we have to consider not alone the increase in 
the number of countries brought within the range 
of consumption, but also the stupendous growth, in 
the population of modern countries and, what io 
pCThaps most important of all, the widening of the 
area of consumption through the increase of the 
standard of life, with the multiplication of w'ants. 
The inhabitant of every civilized country to-day not 
only consumes more than did his ancestor, but has 
a range of ivants which can be satisfied only by prod- 
ucts from every portion of the globe. Just as the 
supply is affected by the multifarious climatic and 
economic conditions of production, so the demand 
is affected by the continual changes in fashion, in 
the rate of wages and in business prosperity. The 
conditions affecting the wholesale market of every 
raw material have become infinitely more complex 
than of old. 

In tliB second place, we have to deal with the 

finished products of modern industry, as the result 
of the industrial revolution. The capital which was 
laboriously accumulated during centuries of enter- 
prise went into the extension of the agricultural area 
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and the development of maritime and overland 
commerce. The articles dealt in were to an over- 
whelming extent rav/ materials and food. Only 
gradually did a market develop for high-priced and 
luxurious finished goods. The great mass of indus- 
trial products were made to order and were sold at 
retail. 

With the industrial revolution, however, and the 
advent of the factory system, all this lias been 
changed. More and more is modern capital becom- 
ing industrial capital and utilized in working up the 
raw materials which science is extracting from 
nature. Not only articles of food, like canned goods 
and meat products, not only articles of clothing like 
shoes and dresses, but virtually everything that 
nowadays ministers to the primary wants of man- 
kind is turned out wholesale by factory methods. 
The more developed the country, the greater will 
be the proportion of its finished industrial products 
as compared to the raw materials in its foreign trade. 
The movement of .such commodities from country 
to country, following the changes in the wholesale 
market, constitutes a characteristic feature of 
modern business which is, therefore, becoming to 
an increasing extent international in character. As 
the facts of the domestic market are more and more 
affected by those of the foreign market, the condi- 
tions of a stable equilibrium naturally become more 
delicate. 

In the third place, the financing of these large 
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operations involves an entirely new machinery. 
Whereas credit was formerly used chiefly to satisfy 
the needs of consumption, credit is to-day primarily 
production credit. The business man nowadays bor- 
rows not so much to meet sudden emergencies, as 
to expand his normal operations. While the needs 
of internal commerce are largely met by the^ banks, 
the machinery of international finance has ^®come 
complex to the highest degree. If we take the 
situation in Europe as it existed shortly before the 
war we find that large mercantile transactions be- 
tween any two countries were generally financed 
through machinery which centered in one of the 
great world capitals, and to an overwhelming extent 
in London. For London, toward the end of the 
eighteenth and the beginning of the nineteenth cen- 
turv had supplanted Amsterdam as the worlds 


financial center. 

The machinery of financing foreign trade may be 
succinctly described as follows: Merchant A in 
France, let us say, has imported coffee from M in 
Brazil while B, in France, has exported the same 
value of silks to N in Brazil. Instead of A sending 
money to M and N sending it back to B, it is evi- 
dently simpler for A and B to settle with each other 
in Paris and M and N in Rio de Janeiro. B accord- 
ingly writes an order known as a bill of exchange 
to N, directing him to pay M in Rio; or, m other 
words, B draws on N. A buys this bill from B 
and sends it to M, who presents it to N and gets 
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it cashed. Thus no money is exported and only one 
bill is drawn. 

Inasmuch as it is not always easy for the M’s and 
N’s to find each other in Rio and the A’s and B’s 
in Paris, the business of issuing and purchasing such 
bills has become the function of the banker and the 
bill broker. Moreover, since these bills can be trans- 
ferred by endorsement, they are available for pay- 
ment not only between France and Brazil, but be- 
tween any other countries that have dealings with 
either. This explains the so-called three-cor- 
nered exchange, where one country imports from a 
second and pays by drafts on a third, which has 
imported from the first. Finally, since it is necessary 
to make only one transfer order, bills are generally 
drawn on that country which possesses the larger 
financial center. In fact, the great mass of bills, 
especially in the case of exchanges between less im- 
portant countries, were, previous to the war, drawn 
on London in pounds sterling. This was due to the 
immense volume of British trade, to the stabihty of 
the British currency, and to the fact that the seller 
of a bill in London could almost invariably count 
upon finding a buyer on advantageous terms. 

The usual machinery is for the bill to be drawn 
payable from two to six months after sight — 
“sight” meaning the date on which the bill, when 
once in London, is presented to the acceptor for 
acceptance. In the case mentioned above, the Bra- 
zilian importer of silks may initiate the transactions 
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, 1 • „ i-iiii nf pvAaoss on London irom s Bra 

by buying a bili oi ^xcnai-^^ u 

ciU-n banker or exchange aealei. ihi^ bill inei 

tamrded by the foreign banker to his London 
ar~nt and. after it has been accepted by some oank 
Stcceptik house which is willing to periorm tnis 
transaction for a commission, the agent of t m 
foXi banker can sell it in the London market on 
behalf of the foreign banker at the current late oi 
Sscount. After several months, this discounted bnl 

falls due and must be paid by the 
individual or the institution to whom the bill has m 
the meantime been sold. ^ During the n erval . be- 
tween the making out of the origma i an o 
kal payment, the bill has not only provided credit 
to the OTiginal parties to the transaction, with an 
opportunity to use the funds in the meantime, bu 
Sfalso aflUed a safe and liquid investment to the 
;arious banks or acceptance houses which have kept 
fhp bills in their portfolios or, m case of need, bor 
::: Zids on a security of the bills. While m 
normal times the equilibrium between exports a- d 
imports in any country is maintained m last insbance 
through this machinery of the rate of ^x^hang , 
which registers the price at which these bi s 
exchange are bought and sold, it is 
that in times of stress or emergency _ the J ^htest 
shock to the confidence on which this who e ma- 
chinery of credit is built up will seriously impair 

the stability of the system. _ 

In modem times, however, there is an additional 


INTERNATIONAL PROBLEMS IN STABILITY 291 

complicating factor. Whereas formerly international 
commerce was composed exclusively of transac- 
tions in commodities — first in raw materials and 
later in finished products — modern internation- 
alism has supplemented trade in commodities 
with trade in investments. With the progress of 
wealth and the accumulation of capital, there comes 
a time in every country when there is a relative 
satiety of capital at home and when it becomes more 
profitable to make investments in foreign countries, 
where capital is still scarce and where profits are 
correspondingly high. This tendency has been con- 
siderably accentuated by the opening up of new 
territories, where the chances of exploiting natural 
resources are considerable, and where the tempta- 
tions to invest are proportionately great. 

A country with relatively undeveloped resources 
finds in modern times two ways in which to attract 
capital. The one is through the machinery of public 
credit. The South American nations or China, for 
instance, issue public loans for the construction of 
railways or the completion of other public improve- 
ments, and these loans are sold abroad to the in- 
vestor who is attracted by the discrepancy in the 
rate of interest between the foreign and the domestic 
bonds. More common in other countries, as in the 
United States during the nineteenth century, is the 
practice of foreign investment in domestic securities 
which promise advantageous returns. Not an in- 
considerable part of the American railway system 
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has been constructed with the aid of foreign inves- 
tors; and not an insignificant fraction of American 
real estate holdings is represented by foreign invest- 
ment. In the eighteenth century Holland was the 
chief creditor nation of the world. In the nine- 
teenth century it was primarily England, with 
France a close second, and toward the end of the 
century with Germany looming up as a formidable 
competitor. As a result of the Great War, through 
which all the European nations became debtor coun- 
tries, the United States is for the time being the 
great creditor nation. This flux and reflux of in- 
vestments on a gigantic scale has become, as we shall 
see, an important factor in international economic 

stability. _ , ^ ^i. 

Finally, attention must be directed to the so- 

called invisible items in the foreign trade of every 
foreign country. As Cairnes pointed out long ago, 
the real balance in any country’s relations with its 
neighbors is to be found not in the obvious relation 
between visible exports and visible imports of com- 
modities, but rather in the equilibrium between 
debits and credits. In this equilibrium the so-called 
invisible items play in modern times an increasingly 
significant role. It is elementary, indeed, to point out 
that if all international economic relations consisted 
only in the exchange of commodities, the money 
value of imports and exports would have to be equah 
If country A exported more to country B than it 
imported from country B, and if these were the only 
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parties to the exchange, B would incur a debt to A 
which would have to be met ultimately by sending 
commodities in payment; in which case A would be 
importing more than it exported, thus reestablish- 
ing the balance. If the transactions consisted not 
only of commodities, but also of money, it is true 
that B could pay its debt to A by sending gold; 
but the continuance of this practice would soon 
result in such a transfer of gold from B to A that 
the general level of prices in A would rise and it 
would become increasingly disadvantageous for B 
to purchase commodities in A; so that in the long 
run the equilibrium would be reestablished. 

As a matter of fact, however, modern trade in- 
volves a continually larger proportion of the so- 
called invisible items. Prominent among these in- 
visible items is the export or import of securities 
referred to in the preceding section. While the 
transfer of the securities involves only a single opera- 
tion, the payment of interest or dividends on the 
securities involves a repeated and continuous opera- 
tion. When the foreign investment is made, the 
export of the domestic securities to the foreign in- 
vestor acts precisely, so far as the rate of exchange 
is concerned, like the export of commodities. But 
when it comes to sending abroad the interest or 
dividends on these securities, the result is just the 
opposite. The interest and dividends are sent usu- 
ally in the shape of commodities, so that a part of 
what seems to be a so-called favorable balance of 
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trade or an excess of exports over imports is simply 
evidence of the ability of a country to pay interest 
on its debts. 

This international flow of investments represents, 
however, only one form of the so-called invisible 
items, the profits made on international transac- 
tions are another element. If an American mer- 
chant A sends a cargo of ten thousand dollars’ worth 
of knives to China, which may there sell for twelve 
thousand dollars, and if, with the proceeds, he buys 
tea in China which is worth fifteen thousand dol- 
lars at home, the five thousand dollars excess of 
imports over exports will represent his profits. 
So that it might seem that a so-called unfavor- 
able balance of trade or an excess of imports 
over exports is really a favorable balance in so 
far as it represents profits. The importance of 
this consideration, however, is largely attenuated 
by the fact that the transactions will be neutralized 
by similar transactions originating in China, where 
the Chinese exporter of ten thousand dollars’ worth 
of silks finds that they are worth twelve thousand 
dollars in America, and with the proceeds buys ma- 
chinery which turns out to be worth fifteen thousand 
dollars in China. In the long run, on the assump- 
tion that trade is mutually, and under normal cir- 
cumstances equally, profitable, there will accordingly 
be no balance on either side. It not infrequently 
happens, however, that for a time at least trade be- 
tween any two countries, while mutually profitable, 
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may not be equally profitable; and to this extent, 
and for the time being, a surplus of imports may 
represent an excess of profits or the reverse. 

More important as a permanent factor are those 
gains or profits which accrue to any one country 
from control of particular branches of enterprise. 
During the latter part of the nineteenth century 
the overwhelming mass of Anglo-American com- 
merce was carried in English bottoms. Just as at 
the beginning of the century it was carried in Amer- 
ican bottoms. The resulting charges for freight are 
again ordinarily paid in the shape of commodities. 
Not a small part of the normal excess of imports 
over exports in Great Britain before the war was 
due to this cause. 

Of much the same character are the premiums 
for the insurance of the vessels which carry 
the freight, as well as the commissions of the 
bankers and acceptance houses which, as we have 
just seen, were largely responsible for financing in- 
ternational trade before the war. The freights, in- 
surance premiums, and bankers’ commissions 
amounted to hundreds of millions of dollars; so that 
to this extent the British excess of imports and the 
American excess of exports of commodities simply 
registered the one-sided profits of Great Britain. 
Other invisible items which work now one way and 
now another, are the sums brought in, or, on the 
contrary, remitted by immigrants to their relatives 
abroad. Finally, in these days of international 
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travel we must not overlook the sums spent by for- 
eigners in sojourning in any parficular country. 

All these invisible items rob of much of their 
value the inferences from the published figures of 
exports and imports. A country with a seemingly 
large favorable balance may in reality be becoming 
more and more unprosperous, while a country with 
a seemingly unfavorable balance may in reality 

thereby register its prosperity. 

Entirely apart from this consideration, however, 
it is evident that the number of factors^ affecting 
international stability of economic life is prodig- 
iously greater than in former times. However 
desirous a country may be to declare itself politically 
independent of its neighbors and of the rest of the 
world, the aim is nowadays impossible of^ achieve- 
ment. The very constitution of modem society, with 
its numberless interrelations, precludes the possi- 
bility of such economic aloofness. Every country 
is more or less inextricably intertwined with the 
fortunes of its neighbors; and the adversity of one 
necessarily reacts on the prosperity of the other. 
Economic stability in modern times has become a 
world stability. Because of this fact, it k exposed 
to winds and currents which have multiplied in 
number and intensity. While the structure has be- 
come finer and loftier, it has at the same time 
become more delicate and more exposed to the play 
of sudden and unlooked-for forces. 

i/ ' ■ 
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II 

ECONOMIC EQTJIUBRITJM AND THE WAR 

We have to consider in this section not so much 
the ravages of the Great War within each of the 
belligerent countries — for these facts are fairly well 
understood — as the facts of the war in upsetting the 
international economic equilibrium. We have to 
ask, in other words, not so much what losses and 
burdens each of the warring countries suffered at 
home through the direct impact of the war, as what 
were the losses due to the change in its economic 
relations to other countries. It is a story, in other 
words, of the overturn in the economic equilibrium 
and of the resulting international instability. 

The history of each country can best be told in 
the record of the rate of the foreign exchanges. The 
problem is thus in reality the problem of the in- 
stability of the foreign exchanges. 

The outstanding episodes in the history of the 
war are comparatively simple. When the war de- 
scended on the unsuspecting world in August, 1914, 
like a thunderclap out of a clear sky, the first effect 
was to demolish with a crashing blow the entire 
mechanism of the foreign exchanges. The first re- 
sult was to force a crisis in the bill market. Under 
ordinary circumstances, as we have seen, interna- 
tional trade was carried on largely through the 
medium of bills of exchange drawn in pounds 
sterling on London. These bills of exchange were 
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normally met, and ultimately paid for, l^y the ship- 
ment of commodities or of gold or securities to 
England. With the outbreak of the war, the inter- 
national security market collapsed, and there was no 
chance of the foreign makers of bills of exchange 
resorting to the last expedient. Moreover, the im- 
mense rise in shipping rates, due to the insurance 
against war risks, was such as virtually also to 
preclude the shipment of goods as well as of gold. 
Inasmuch as few people, therefore, ventured to 
inaugurate such risky transactions, there was almost 
everywhere a rapid f%ll in the supply of bills in the 
various capitals of the world. Moreover, this coin- 
cided with a rapid increase in the demand on the 
part of those who were obliged to meet the bills 
drawn some months before on their account. 

We must also not forget that in addition to these 
so-called documentary bills there are always out- 
standing large quantities of so-called finance bills, 
that is, bills that are not drawn against any ship- 
ments of goods at all. Finance bills are, as is well 
known, a kind of accommodation paper. A bank in 
any one country, for instance, may arrange to open a 
credit on a London accepting house, often covering 
the credit by collateral security in the shape of 
stocks and bonds. The bank will then draw on the 
London accepting house and after selling the bill, 
employ the funds at home in the shape of loans to 
would-be customers. These credits opened by the 
London banks or apcepting houses might, of course, 
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be continued indefinitely. It so happened that the 
issue of these finance bills had been somewhat over- 
done, and that in the few weeks before the war 
there had already begun a process of reduction. 

The falling off in the supply of both commercial 
and finance bills, combined with this increase in 
demand, could have only one effect. Foreigners who 
had remittances to make bid clamorously against 
each other, so that the rate of exchange rose sud- 
denly and dramatically. Within a few days the rate 
of exchange in New York rose from the normal figure 
of about $4,865 to almost $7.00. In other words, 
the American dollar for the time being suffered a 
depreciation of almost fifty per cent. The same was 
more or less true in every other country. But the 
situation in London was especially serious. Since 
the foreign debtors could not send the funds to meet 
the bills that had been drawn on London, the Lon- 
don banks, bill-brokers, and accepting houses were 
in a very embarrassed situation. Up to that time 
bills of exchange had been considered the naost 
liquid form of investment; but now the institutions 
were all threatened with failure through inability to 
collect on these bills. The Government, therefore, 
issued several proclamations, first postponing for a 
month the hability on acceptances, and finally pro- 
viding that the Bank of England should discount 
all approved bills accepted before August 4, without 
recourse against the holders, and agreeing to guar- 
antee the Bank of England from any losses that 
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might ensue. In the meantime, a moratorium had 
been declared, and a little later, namely on Sep- 
tember 5, it was provided that the Bank of Eng- 
land, in lieu of merely buying the bills accepted 
before the moratorium, would lend money to the 
acceptors to meet them. In this way not only the 
holders of the bills, but also all previous endorsers, 
were relieved from further responsibility. 

In its effort to save its own banks by calling in 
all credits from abroad and as a result of the dra- 
matic rise in the foreign exchanges, every other 
country declared a moratorium either in law or, as 
in the United States where the Stock Exchange was 
closed, in fact. The whole edifice of international 
trade fell with a crash, and the rate of international 
exchange was dislocated, in keeping with the fears 
engendered by the outbreak of the war. 

The more recent history of the exchanges may 
be divided into three periods: first, the gradual 
changes that supervened until the entrance of the 
United States into the war; second, the period of 
American participation in the war; and third, the 
situation after the war. 

In the beginning of the first period, shortly after 
the outbreak of the war, the demand for bills on 
Paris and Milan as well as on London continued, 
so that the rates on the New York market were still 
at a considerable premium. With the autumnal 
increase, however, of exports from the United States, 
which was now accentuated by the growing war de- 
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mand from the European belligerents, the rates of 
foreign exchange began to decline. The New York 
rate before very long again touched par. In fact, as 
the war continued, the situation now tended to re- 
verse itself. The belligerents vied with each other 
in their efforts to secure food, raw materials and 
the munitions of war in the United States, and a 
period of enormous prosperity and prodigious profits 
set in on this side of the water. Our exports in- 
creased by leaps and bounds and the question now 
arose as to how the foreign countries were to pay 
for their enormous imports without suffering an 
inordinate loss in the. rate of exchange. Great 
Britain, indeed, was able for a time to prevent any 
great losses and succeeded in stabilizing her rate of 
exchange in the United States, partly by sending 
over great quantities of gold, partly by contracting 
large loans in this country, and partly by mobilizing 
the securities of both North and South America held 
in England, in order to resell them in this country. 
France did not fare quite so well as Great Britain; 
for while she participated with Great Britain in one 
of the large loans contracted in the United States, she 
had relatively few American securities to dispose of. 
Italy, after her entrance into the war, fared still 
worse than either France or England; for neither 
of the expedients referred to above was possible in 
her case. By the early spring of 1917, the rates of 
exchange on the United States were such that the 
pound stood at about 97.9 per cent of par, while 
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the franc had fallen to 88.7 per cent, and the lira to 
67.9 per cent of its par value. 

During this period some of the other neutral 
countries fared almost as well as the United States, 
in that they were making immense profits and were 
being paid to a large extent in gold. In fact, this 
situation even created some embarrassment. For 
just as the enormous imports of gold into the United 
States led in 1916-17 to a violent rise of prices in 
this country, even before we entered the war, so the 
same fall in the value of gold led in Sweden to an 
anomalous situation in which paper currency was 
worth more than gold — a remarkable conjuncture 
which the Government attempted to meet by pro- 
hibiting the further importation of gold. The con- 
sequence of the general situation was that while 
American exchange on the belligerent countries 
stood, as we have just pointed out, at a premium, the 
reverse was the case with some of the neutral 
countries like Spain and Switzerland. 

The second period in the history of international 
exchange begins with our entrance into the war early 
in 1917. It now became of the utmost consequence 
to the Allies to stabilize the exchanges, even through 
artificial means, in order to prevent the continued 
fall in the purchasing power of the pound, franc, and 
lira, with the inevitable increase in the cost of 
the goods, necessary for the continuance of the 
war, purchased in the United States. In fact, as 
we now know, the United States entered the con- 


INTERNATIONAL PROBLEMS IN STABILITY 303 

test in the very nick of time. For Great Britain, not 
to speak of the other countries, had come well nigh 
to the end of her tether. She had sold in the United 
States all of the available securities hitherto held 
at home; she could not contract any more large 
loans in the United States except at ruinous rates; 
and the small quantity of gold which she still held 
in her reserve was entirely inadequate for meeting 
the prodigious claims on this side. 

No sooner had the United States entered the 
contest, however, than the American Government 
itself began to make gigantic advances to aU of 
its allies, and it became possible to stabilize the 
British exchanges by the process of what became 
known as pegging. Under the law, all dealers in 
foreign exchange in the United States now had to be 
licensed, and this made it far easier to centralize 
all foreign exchange operations. Messrs. J. P. Mor- 
gan and Company, as the fiscal agents of Great 
Britain, now undertook to buy and sell British 
Treasury bills in the open market in New York and, 
by utilizing the credits advanced by the United 
States, offered to supply, and were able to supply, at 
the stated price of $4.76 (instead of the par $4.86) 
any sterling exchange that might be demanded in 
New York. Inasmuch as all transactions in exchange 
were under the control of the Division of Foreign 
Exchange of the Federal Reserve Board, and inas- 
much as the War Trade Board exercised a rigid con- 
trol over exports and imports, these facts, coupled 
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with the embargo on the export of gold, rendered 
the “pegging” of exchange a comparatively simple, 
although an undeniably expensive, matter. Through 
the close relation between Great Britain, France and 
Italy, the franc and the lira, as well as the pound, 
were now also stabilized. But, as a natural conse- 
quence, the stabilization of sterling in New York 
produced an opposite effect on the currencies of the 
neutral governments. In proportion as the deprecia- 
tion of the allied currencies in the New York market 
was prevented, their faU in the neutral countries 
was accelerated; and as Great Britain and the United 
States were now tied together by means of the peg, 
not only the British pound but the American dollar 
was gradually depreciated in the neutral countries. 
In November, 1917, Swedish kronen were at a pre- 
mium of about 70 per cent in New York, and in 
April, 1918, Spanish pesetas were at a premium of 
about 54 per cent. Thus the stability which was 
maintained at one end of the international transac- 
tions was offset by the instability at the other end ; 
and great complaints arose on the part of Americans 
having commercial transactions with the neutral 
countries. The chief object, however — that of 
mobilizing all the financial resources of the Allies 
for the successful prosecution of the war and the 
purchase of supplies at the least sacrifice — ^was at- 
tained. 

With the end of the war, however, there was no 
longer any inducement for the Allies to continue the 
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expensive operations of pegging, and as a result in 
March, 1919, the British exchanges were unpegged. 
This led, of course, to an abrupt fall which now 
reflected the natural economic conditions. Not only 
was the decline precipitous, but it was continuous. 
By 1920 pounds had touched the low water mark 
of $3.19, francs had fallen from the par of 19.2 cents 
to as low as 5.70 cents, and lire had touched 3.34 
cents. By the end of 1920 British exchange stood at 
72 per cent of par, French exchange at about 30 per 
cent and Itahan exchange at about 17 per cent. 
After that date, there was a gradual improvement, 
although with great and sudden fluctuations. In 
July, 1922, the figures were respectively: pounds 
$4.40; francs 8.40 cents; lire, 4.72 cents. 

With the close of the war, the exchange rates on 
the Central Powers came also to be a matter of 
interest. While the position of the former Allies 
gradually improved, the reverse was naturally the 
case in the defeated countries. With the progressive 
intensification of the unsatisfactory situation after 
the peace, the perilous economic conditions at home 
in the Central Powers were reflected in such a dra- 
matic fall of the exchanges that by July, 1922, the 
value of the German mark in I7ew York had fallen 
from 23.8 cents to 0.29 cents, and the value of the 
Austrian krone from 20.3 cents to 0.005 cents. 

So much for the bare facts of the oscillation in 
the exchanges. What now are the fundamental 
evils that we may ascribe to this instability? In 
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SO far as the depreciation of the foreign exchanges 
in any particular country is the result of the internal 
economic situation, and in so far as this internal 
economic situation has been caused by the excessive 
issue of paper money, or of other factors superin- 
ducing a sudden rise of prices, the unfortunate re- 
sults are well known and have been explained in one 
of the preceding chapters of this book. The general 
conclusions of such a state of affairs have been 
summed up elsewhere by the present writer ^ as fol- 
lows: 

“During the period of rapidly rising prices we have 
all the appearances of a phenomenal prosperity. Not 
only, however, is this prosperity illusory, but it 
creates its own nemesis in the inevitable reaction 
that is sure to ensue. 

“The prosperity, we have said, is illusory. With 
the rapid rise of prices, those who have no com- 
modities to dispose of suffer severely. The creditor 
is in an unhappy position and the recipients of fixed 
incomes are compelled to resort to all manner of 
unworthy expedients in order to make both ends 
meet. The continual fluctuations of price introduce 
an uncertainty in business which is only temporarily 
masked by the advance. The opportunities of a 
sellers’ market irresistibly lead to profiteering and 
its attendant evils. The sudden increase of the 
paper income produces private extravagance and 

^ “Currency Inflation and Public Debts. An Historical Sketch/’ 
New York, 1921, pp. 59-60. 
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public prodigality. The extravagant rise of wages, 
even though it lags behind the general rise of prices, 
coupled with the unceasing demand for labor, en- 
genders a demoralization, which soon returns to 
plague the industry. The habits of thrift, painfully 
built up during a lifetime, are abruptly discarded. 
The kaleidoscopic mutations of paper fortunes, 
amassed almost over night, beget a spirit of specula- 
tion and of peculation. The feverish activity of the 
market destroys the habits of orderliness and 
sobriety, and the brilliant prospects of suddenly 
acquired wealth create in the public a dehrium of 
improvidence and the sense of living in a veritable 
golden age. 

“The day of reckoning, however, soon follows. 
When the wave rises to a crest, it breaks with an 
overwhelming force; when the fever subsides, the 
resulting weakness is intense. As the paper finally 
loses its value, fortunes are now suddenly wiped out, 
and many of the supposedly wealthy find themselves 
beggared. With the collapse of demand, unsalable 
stocks deplete the business inventory and failures 
are the order of the day. Those who have habituated 
themselves to an extravagant mode of life are faced 
with the grim necessity of immediate retrenchment. 
The laborer resists to the uttermost any lowering of 
his wages, however necessary it may be to the re- 
establishment of the new equihbrium. The Govern- 
ment finds itself embarrassed by the drying up of 
the sources of its revenue. The prudent and the 
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patriotic, who have undergone sacrifices in order to 
invest in government paper, suffer for their patriot- 
ism. The splendors of the former prospects are now 
seen to have been only a mirage. The golden age 
of inflation turns out to have been after all nothing 
but a gilt-paper age.” 

While the instability of the exchanges, however, 
in any one country is primarily due to the internal 
conditions in that country, the very fact that we 
are discussing international relations shows that it 
may also be affected by conditions abroad. Whether 
we are dealing with the one set of causes or with 
the other, the result of instability is naturally to 
engender a great uncertainty in foreign trade and 
thus to hamper the free interchange of commodities. 
A sudden alteration in the rate of foreign exchanges 
will tend to lessen either exports or imports, as the 
case may be, by making the foreign country a less 
favorable market in which either to buy or to sell. 
But the unpredictable character of the fluctuatiops 
of exchange will tend to enhance the speculative 
character of all commercial transactions, and thus 
to lessen the volume of normal conservative transac- 
tions. 

Ill 

THE INSTABILITY OP INTERNATIONAL EXCHANGE IN 
THE ABSENCE OP A GOLD STANDARD 

In order to comprehend the present chaotic con- 
dition of the world’s exchanges, it is necessary to 
distinguish between exchanges that are adjusted to 
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the presence of some metallic standard and transac- 
tions that are divorced from the existence of such a 
standard. International exchanges have for cen- 
turies been based upon the existence of either gold or 
silver as the final medium of payment. During the 
Middle Ages both metals were used, with a resultant 
embarrassment due to the oscillations in their re- 
spective values toward each other, and with the alter- 
native use in actual practice of the one or the other 
metal. With the advent of the nineteenth century 
the gold standard had spread to most of the countries 
of the world except China and some of the South 
American nations, and by the beginning of the twen- 
tieth century most of these, with the exception of 
China, had gone over to what is known as the gold 
exchange standard. 

Where the currency of a country rests on the gold 
standard the theory of international exchange is 
simple. When the equilibrium between the debits 
and the credits of a country is altered, through a 
change in the imports and exports of commodities 
or through a change in some of the invisible items 
mentioned above, the demand for, or the supply 
of, bills will suffer such a change that the rate of 
foreign exchange will fall below, or rest above, the 
so-called gold points — that is, the figure at which it 
wiU become profitable to send gold bullion in pay- 
ment of the account. The gold points will vary from 
the normal rate of exchange only by the actual cost 
of transshipment, including freight charges, insur- 
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ance, commissions, etc. The gold points are rarely- 
exceeded, because any change in the rate of exchange 
will alter the tendency to increase exports or imports, 
as the case may be, and thus to reestablish the 
equilibrium. Any continuous export or import of 
gold in settlement of a foreign balance is also un- 
likely. For in proportion as the gold flows into any 
one country prices in that country, measured in gold, 
will tend to rise; and with the rise of prices, that 
country will become a more favorable market in 
which to sell goods. The increase of imports into the 
country in question will automatically alter the rate 
of exchange and to that extent diminish the inflow 
of gold. Commodities rather than gold will be im- 
ported; and if the process is carried to the other ex- 
treme, gold will have to be exported in order to pay 
for the commodities. Under the gold standard, 
therefore, there is always an automatic self-regula- 
tion in international exchange. 

This does not, of course, mean that the level of 
prices must be the same in every country. It means 
only that the equilibrium of international exchange 
has adjusted itself to the existing level of prices in 
each country, and that any departure from this 
equilibrium will readjust itself. This is perfectly 
compatible with a price level which differs from 
country to country. The price level in any country 
is dependent upon certain fundamental economic 
considerations, such as the relation between pro- 
duction and consumptioEy the cost of labor, the rate 
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of wages, the standard of life, the opportunities for 
capital, the rate of interest, the quantity of free land, 
and all the natural and technical conditions of pro- 
duction. 

In the nineteenth century, for instance, the level 
of prices was higher in the United States than in 
Great Britain. A dollar in the United States would 
buy far less of the comforts and conveniences of life 
than in England. The price level, again, in Great 
Britain was higher than in Italy; the price level 
in Italy was higher than that in China. Any 
change in fundamental economic relations will bring 
about a change in the price level in that country. In 
Germany, for instance, the advent of the industrial 
revolution and the introduction of the factory sys- 
tem about two generations ago greatly increased 
wages and prices. In Japan the revolution in the 
credit system and in the whole machinery of trade 
and commerce which took place a single generation 
ago produced a similar effect. 

As long, however, as each country is on the gold 
basis, any change in its own level of prices will have 
but slight effect on international trade. A country 
which has witnessed an increase in its own general 
price level may indeed from one point of view be- 
come a less favorable country in which to buy; but 
the very increase of productivity which is reflected 
in this rise of the price level may enable it to meet 
the foreign prices in its goods for export. As 
Ricardo pointed out a century ago, foreign trade 
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depends not upon actual, but upon compara- 
tive, differences in cost. It may be advantageous 
for a country to import from abroad articles which 
it could produce more cheaply at home, provided 
that it can pay for these articles by sending in return 
commodities where the differential in its favor is 
still greater. Foreign trade between countries on a 
gold basis is, therefore, continually being affected, 
not so much by any change in the general level of 
prices, as by a change in the comparative cost of pro- 
duction of the particular commodities whose prices 
go to form, in their totality, the basis of the general 
level of prices. Under normal conditions there is 
in international transactions always an equilibrium, 
any departure from which tends at once to establish 
a new equihbrium. 

The situation becomes very different, however, 
when countries are no longer on a gold basis — that 
is, when the currency of a country has been divorced 
from the gold standard, when there is no longer a 
free inflow and outflow of gold, and when the various 
forms of the paper currency are no longer redeemable 
in gold. This is the situation all over Europe at 
present. In fact, it is virtually the situation in every 
country of the world except the United States. It 
is the result not of any wisdom on our part, but of 
sheer good fortune. Had we been participants in the 
war from the outset, instead of being for three years 
the chief beneficiary of the war, we should also by 
this time have been in the same predicament as the 
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other belligerents. The prodigious profits that were 
made from 1914 to 1917 enabled us, notwithstanding 
our generous and occasionally extravagant outlay 
during the war, to attain and to retain our position 
as the creditor country of the world. 

What interests us here is an explanation of the 
theory of international exchange when no longer 
based on the gold standard, for this explanation 
alone will render possible a comprehension of the 
existing instability in foreign trade. 

The modern theory of international trade under 
such conditions has become known as the theory of 
the purchasing power parity. Under the former sys- 
tem, the rate of exchange always oscillated about the 
gold par; under the existing system, the rate of ex- 
change always oscillates about the purchasing power 
par. 

In order to make this clear, we must distinguish 
between the internal purchasing power and the ex- 
ternal purchasing power in any country. The in- 
ternal purchasing power of a unit of value like a 
franc or a mark is measured by the price in francs 
or marks of a group of staple commodities. If the 
price of such a group of commodities rises, then we 
say that the internal purchasing power of the franc 
or the mark falls. Now suppose that instead of buy- 
ing this group of staple commodities at home, the 
money is spent in buying a similar group of goods 
abroad. Let us suppose further that this group of 
foreign goods will be paid for in the foreign currency 
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— for instance, the dollar, and that the dollars are 
secured by selling francs or marks, as the case may 
be. The price of these foreign goods in francs or 
marks will then represent the external purchasing 
power of the franc or mark. 

Under these conditions the doctrine of purchasing 
power parity can be explained very simply. When 
a given sum of francs or marks will buy abroad the 
same quantity and kind of commodities as could be 
bought at home, after allowance has been made for 
the cost of transportation and for any import and ex- 
port taxes that may be levied, then conditions may 
be said to be in equilibrium. Under normal condi- 
tions of equilibrium in international trade, in other 
words, the internal purchasing power and the ex- 
ternal purchasing power (after making allowance for 
costs and taxes) must be the same. If now we di- 
vide the price in francs or marks of a given group 
of commodities in France or Germany, by the price 
in dollars of the same group of commodities in the 
United States, the ratio is an exchange value of 
francs or marks in terms of dollars and this ratio is 
called the purchasing power parity. 

When there is any divergence from this purchas- 
ing power parity, when, in other words, after mak- 
ing allowances for taxes and freight, the external 
purchasing power of a franc or mark differs from the 
internal purchasing power, the equilibrium no longer 
exists. Just as under the old system a departure from 
the gold par brings into operation forces which tend 
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to reestablish the equilibrium of foreign trade, so 
I under the new system a departure from the equilib- 

rium of the purchasing power parity will similarly 
bring into operation economic forces to reestablish 
i the equilibrium. But whereas formerly in time of 

need the export and import of gold played a con- 
siderable role in this reestablishment, under the new 
system it is upon the other factors in the reestab- 
’ lishment of the equilibrium that we have chiefly to 

{ depend. There are no longer any gold points. 

I It must be pointed out, moreover, that the actual 

I divergencies from parity are much greater under 

the purchasing power parity than was formerly the 
I case under the gold parity. For the instability of 

European economic conditions is such that not only 
is there now much more speculation than formerly, 
but the sudden changes in the internal purchasing 
I parity due to fluctuations in the amount of paper j 

currency, and the consequent unpredictable demands 
' for foreign payments of all kinds, lead to an un- 

certainty which is registered in an almost continu- 
ous discrepancy between the actual rate of the ex- 
changes and the purchasing power parity. The 
forces which work for a reestablishment of the 
equilibrium are, however, none the less strong. 

There are further reasons which explain the dif- 
! ference between the old gold par and the new pur- 

chasing power par. The equilibration between the 
internal and the external purchasing power rests on 
the assumption that we are dealing in each case 
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with the same group of commodities. As a matter 
of fact, however, the internal purchasing power of 
the franc or mark is generally obtained from an in- 
dex number of commodities which, although con- 
sumed at home, do not always serve the same purpose 
as commodities for export. Moreover, it must not 
be forgotten that it not only costs something to 
bring commodities from one country to another (al- 
lowance for which has been made in the explanation 
above) but that it also takes time, sometimes in fact 
many months, to complete the transaction. Thus 
we must also make allowance for a discrepancy which 
may be called the lag between the internal and the 
external purchasing power. Finally, even if we think 
of the internal purchasing power in terms of export 
goods and allow for the lag, there may be such ex- 
ceptional, but nevertheless long-continued, forces at 
work in altering general conditions of cost of pro- 
duction and consequently the prices of the great 
mass of internal commodities, as to involve the ne- 
cessity of establishing a new equilibrium. The whole 
question of reparations in Germany, for instance, 
with the torrential issue of paper money, has caused 
such a continuous and violent rise of prices at home 
and such a disarrangement in foreign trade, with so- 
called calamity booms and prosperity failures, that 
there has been the need for an almost perpetually 
new equilibrium in foreign transactions, accom- 
panied by a corresponding continual discrepancy 
between the actual rate of exchange and the purchas- 
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ing power parity. What was in former times under 
the gold par the reestablishment of an equilibrium 
made once and for all, or at least for a considerable 
period, is now subject to fundamental changes almost 
from day to day. 


IV 

THE RESTORATION OP STABILITY IN INTERNATIONAL 

TRADE 

How can the stability of international economic re- 
lations be restored? The instability of international 
trade relations, while importantly affected by the 
situation in the foreign country, is, of course, pri- 
marily the result of conditions at home. The history 
of each one of the belligerent countries has been in 
its main outlines the same. The prodigious cost of 
the war, with virtually the whole nation in arms or 
at work in order to maintain the armed force, must 
be measured not only by the actual sums needed for 
the gigantic expenditure but also by the sacrifice 
involved in the complete dislocation of conditions 
of production and consumption. With the failure 
of the ordinary revenue, or even of the extraordinary 
revenues from taxation, to fill the gap caused by the 
needs of the war, it became necessary to resort in 
increasing measure to public credit. This took the 
form not only of voluntary domestic and foreign 
loans, but also of the compulsory borrowing, involved 
in the issue of irredeemable government notes or 
inconvertible bank money. The rise of prices which 
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took place in every country in turn was due pri- 
marily to the decreasing production caused by th 
withdrawal of the workers, to the increasing deinan 
of the community for war expenditures, and to t e 
resort in continually growing measure to the use of 
government credit to take the 
oearing private credit. It is only in the United 
States, which entered the contest so late, that the 
resort to paper money became unnecessary large y 
because of the immense possibilities of credit e^^n- 
sion afforded by the new Federal Reserve Bank 

^^F^damentally, therefore, the disbcation of pro- 
duction and consumption registered itself in the im- 
possibility on the part of any country to preserve 
its budgetary equilibrium and in the necessity o 
bridging the gap between revenues and expenses, 
by the ?esort to credit in the shape of either volun- 
tary or compulsory loans. With the conclusion of 
the war, the situation in all of the continental coun- 
tries became worse rather than better. In France, 
the immense sums needed for the reconstruction 
of the devastated districts had, in default of the 
receipt of reparations from Germany, to be borrowed. 
In Italy, the cost of demobilization and of pensions 
required unusual sacrifices. In Germany the neces- 
sity of raising the gigantic indemnity, coupled with 
the effort required to restore normal Me at home, 
engendered a continual resort to the printing press. 
Everywhere, with the exception of Great Britain and 
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the United States, the situation went from bad to 
worse; and even in Great Britain and the United 
States the cessation of the purchasing power on 
the part of their best customers on the European 
continent contributed in no small measure to the 
business depression and the wave of unemployment 
which spread over both countries shortly after the 
conclusion of peace. The situation as it now de- 
veloped throughout the world may be concisely de- 
scribed: 

In Russia, the former granary of Europe, and an 
important market for the manufactured products of 
the other states, production was so fantastically re- 
duced by the combined operation of the war, the 
blockade, and the wild economic program of the 
Soviet government that Russia was virtually no 
longer a figure in international trade. In France 
and Belgium, the ravages of the war had been so 
great that it was only with extreme slowness that 
industry began to reassert its sway. In the newly 
created states of Central and Eastern Europe, the 
exacerbation of the national spirit in the construc- 
tion of boundary lines with reference to political 
rather than economic considerations developed such 
barriers to trade and intercourse as to minimize the 
beneficial influence of international commerce. In 
Germany, the catastrophic fall in the value of the 
mark destroyed the possibilities of what had been 
the best continental customer of Great Britain and 
the United States. In every one of the European 
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countries in turn, save Great Britain, expenditures 
leaped madly along in advance of revenues and the 
flood of paper money became ever inore menacing. 

Under such conditions, not only did the internal 
situation in each country become progressively 
worse, but the international trade relations with its 
neic^hbors were attended with constantly greater dif- 
ficulties. The stability of international commerce 
disappeared and with the depreciation, in various 
deorees, of the different currencies a feverish 
speculative activity took the place of old-time nor- 
mal conditions. In only one country of the world, 
the United States, was the gold standard main- 
tained; but even in the United States the repercus- 
sion of the unfortunate conditions abroad became 

increasingly manifest. _ 

The stability of international economic relations 
is equivalent to the stability of the foreign exchanges. 
The stabilization of the foreign exchanges can, how- 
ever not be brought about until each one of the 
causes which have made for instability is removed. 
The stabilization of the exchanges depends funda- 
mentally upon such a relocation of the forces of pro- 
duction and consumption in each country as to 
render possible the disappearance of each of the 
phenomena adverted to above. ^ 

It is often said that what is needed is a return 
to the gold standard, to be accomplished by a de- 
flation of the currency comparable to the inflation 
that has been caused during the past few years. It 
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is indeed true that final stability cannot be secured 
without a return to the gold standard. But in the 
first place this does not necessarily mean deflation, 
and in the second place it depends for its accomplish- 
ment upon many preliminary steps. 

In the first place, the inflation and resultant de- 
preciation of the currency, which registers itself in 
the rate of foreign exchange, have been so enormous 
as to cause incalculable suffering to all the creditor 
classes of the community. A temporary, although 
continually disturbed, equilibrium has been brought 
about as a result of these painful experiences. The 
endeavor to produce a deflation corresponding to I 

this extreme inflation would cause still further dis- 
tress, this time to the debtor classes, i. e., the business ' 

and producing interests of the community, with the 'ji 

probable result of a complete breakdown of the ma- 
chinery of production. The most that can be hoped 
for in the countries of continental Europe is to arrest 
the progress of further inflation, with the hope of 
stabilizing the currency at something nearly like 
the present level. A return to the gold standard 
might then become possible after a relocation among 
the different countries of the immense stock of gold 
now held by the United States. It is not so much 
deflation as stabilization that is needed. 

It is hopeless, however, to expect any arrest in the 
impetuous torrent of new emissions of paper money 
without preliminary steps. First and foremost, the 
budgetary balance must be reestablished in each of 
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the European countries and the 

made to square with the expenditures This 
presupposes a resumption of the former conditions 
of prSuction; for without production and profits, 
that IS, without the necessary 

can be no adequate government income, ine re 
constitution of both agricultural and industrial pro- 
duction, however, will be facihtated by a much 
Later approach to free and untrammeled trade 
Long the various countries than now exists. Pro 

duction depends upon consumption; industry and 

agriculture depend upon markets; and the markets 
dfpe^d upon ?he standard of life of the consuming 

^°In the°Lg run, therefore, no resumption of sta- 
bility in international economic conditions can be ex- 
pected without laying the foundations for prosperity 
hi each one of the states affected. It goes without 
Ling however, that in this complicated network 
ofconditions, the two primary facts are the repara- 
Lns in Germany and the inter-Allied indebtedness. 
The reduction of the reparations due from Germany 
to manageable figures and the postponement or the 
mutual cancellation of the several tens of billions of 
Allied debts constitute factors of the greatest sig- 
nificance in the solution of the world problem, 
treatment of these problems ^ lies, however, beyond 

Economic Review for March, 1922. 
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the limits of this chapter, which is concerned pri- 
marily with calling attention to the fundamental 
elements in the reestablishment of the international 
economic equilibrium. In this reestablishment it is 
evident that the international financial and commer- 
cial factors of business stability have become of su- 
preme importance. 


CHAPTER VII 

PUBLIC WOEKS AS AN AGENCY OE CONTEOL 
John B. Andrews 


As most work is carried on under private man- 
agement it is to be expected that the chief responsi- 
bility for regular employment should be thought o 
as falling upon private employers. But the man- 
agers of public activities— though directly contro - 
ling fewer employees in the aggregate— are in a 
double sense concerned. Not only is a municipality, 
for example, under special obligations to avoid tor 
its own employees the distress due to irregu an y 
of work; it is also likely to be charged with part of 
the cost of maintaining— at least above the starva- 
tion line-those who are laid off from private 

employments. , n 

This two-fold responsibility has naturally^ sug- 
gested that municipalities should at least furnish o 
their own minimum of necessary public employees 
the assurance of regular work throughout the entire 
year To this there has been added a second pro- 
posal, that a part of public work be reserved during 
those seasons of the year when there is greatest ac- 
tivity in private industries, and pushed forward with 
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vigor when such industries are slack. But in addi- 
tion to pubhc work so distributed as to reduce sea- 
sonal unemployment there is concern for the great 
cyclical periods of industrial depression, coming per- 
haps at seven-year intervals. It is urged, therefore, 
as a third proposition that these recurring emergen- 
cies, less frequent but no less certain, should be sim- 
ilarly met to some degree by reserved funds for 
timely expenditure upon public works. Public work, 
it is thus argued, should be made to act as a sponge, 
absorbing in bad years as well as in slack seasons 
some of the reserves of private employment and set- 
ting them free again with the return of prosperity 
in private business. Finally, it is seriously main- 
tained that if skilfully timed and efficiently admin- 
istered a public policy of this kind would be of sub- 
stantial aid in stabilizing private business. i 

Is the volume of public work sufficient to furnish a 
stabilizing influence upon fluctuations in private 
industry? || 

It is estimated by Otto T. Mallery,^ who has re- 
cently studied this problem, that government out- 
lays in America have grown to about $900,000,000 a 
year, of which one-third or $300,000,000 might be 
set aside annually in accumulating a reserve for in- 
creased expenditures during periods of partial busi- 
ness collapse. The periods for reserve accumulation, 

^See especially Eeport of President's Conference on Unem- ;lj 

ployment, and Unemployment and Business Cycles, a forthcom- ' 

ing volume of studies conducted through the National Bureau 
of Economic Research. 
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he concludes, are on the average about four years — 
thus supplying a possible total of $1,200,000,000 
public reserve fund to plump into the deepening 
trough of cyclical depression. Of this very tidy sum 
Mr. Mallery thinks two-thirds or $800,000,000 would 
normally be expended in wages. This, added to the 
non-reserve-year pay-roll of $600,000,000 offers a 
possible expenditure during one year — when the ef- 
fects of industrial depression become ominous — of 
$1,400,000,000 for direct employment. This would 
be of enormous benefit in avoiding acute distress. 

Against the $1,400,000,000 is set off an estimated 
loss of wages among factory employees alone for the 
exceptionally slack year, May 1920-May 1921, of 
almost double this amount. But it is generally 
agreed that numerous related factors need to be 
taken into account in measuring the possible influ- 
ence of public work expenditures. It is not alone 
the direct employment through reserve funds that is 
important in steadying business. Every additional 
outlay for men or materials creates a far-reaching 
indirect demand for employment. In the typical 
depression year there would presumably be $700,- 
000,000 available for purchase of materials. There 
would also be the additional stimulus to industry 
occasioned by the larger demands of workmen di- 
rectly and indirectly employed. The building of 
bridges, for example, may stimulate a dozen different 
secondary activities including not only the produc- 
tion of steel and cement but also the less obvious 
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production of the tools and vehicles of manufacture 
and transportation, to say nothing of replacement of 
clothing and sustained demand from employed 
breadwinners for the means of maintaining their ac- 
customed standard of living. 

Moreover the holding back of public work in the 
critical time of over-expansion of business may (in 
addition to its psychological effect upon private pro- 
moters) tend to lower somewhat the otherwise pan- 
icky peak of the boom. It is believed that even a 
relatively small but carefully timed reservation and 
acceleration of expenditures at the most critical 
periods of the industrial cycle, would result in far- 
reaching benefits. To affect transactions by as httle 
as one-tenth of the normal outlay, it is thought, 
would be sufficient at the critical time to turn the 
tide. If this is sound reasoning then the possibility 
of mitigating the injurious effects of industrial de- 
pression through the steadying influence of public 
works, is considerable. 

Is there any evidence that governments will at- 
tempt to utilize their public-works as a method of 
stabilizing employment and production? 

It has been proposed from time to time that gov- 
ernment agencies — city, state and national — adopt 
as settled policy the long-range planning of public 
works and consciously adjust expenditures as an off- 
set to extreme fluctuations of business activities. 
The English statistician Bowley, estimated in 1909 
that if in the United Kingdom a fund were set aside 
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for public works to be pushed ahead in times of de- 
pression, an average of $20,000,000 yearly, or about 
3 per cent of the annual appropriation for public 
works and services, would be sufficient to balance 
the wage loss from commercial depression^ In Eng- 
land, where the practice of grants-in-aid from the 
national government to local authorities has long 
furnished a guiding stimulus in such matters, a re- 
serve program has been developed for government 
expenditures, especially upon roads and in afforesta- 
tion. Germany has recently added the cooperative 
influence of the national government to the settled 
policy of municipal reserves for use in auspicious sea- 
sons, and France has ingenious plans for discussion. 
The’ Dominion of Canada has for several years 
frankly acknowledged the responsibility of the na- 
tional government and by financial subsidies as well 
as by trained direction, has assisted the provinces 
and municipalities in meeting the problems of un- 
employment. 

Frequently in the past generation in the United 
States— during which period there have been no less 
than five depressions marked by unnumbered mil- 
lions of unemployed men and by billions of idle capi- 
tal — it has been urged that public works be used to 
steady employment.^ It was a unanimous recom- 

' Royal Commission on the Poor Laws, Minority Report, p. 
1195. 

“ For illustration, by the American Association for Labor Leg- 
islation since 1914, and by the American Federation of Labor and 
the Chamber of Commerce of the United States m 1922. 
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mendation of the President’s Unemployment Con- 
ference in 1921, but the federal administration per- 
mitted even a mild expression of this purpose to be 
rudely throttled in the Senate ^ in February, 1922. 

In two states, Pennsylvania in 1917 and Califor- 
nia in 1921, specific legislation was enacted provid- 
ing for the more extensive prosecution of public 
work in slack seasons.^ In Pennsylvania, where the 
administrative machinery was set up and an initial 
$40,000 was appropriated in 1917, authority was 
given for the expenditure of the fund in the fall of 
1921 when wide-spread unemployment existed. 
However, “numerous technical difficulties pre- 
vented its immediate use” ® and not until the 
summer of 1922 was the fund expended in im- 
provements around the capitol in Harrisburg. The 
Cahfornia law provides for “extension of the 
public works of the state . . . during periods of ex- 
traordinary unemployment caused by temporary in- 
dustrial depression.” The board of control is to 
secure from all official sources tentative plans for 
such work, and the appropriate state agencies are 
required to keep constantly advised of industrial 
conditions affecting the employment of labor. If 
upon inquiry extraordinary unemployment is found 
to exist, the board of control is authorized to dis- 

^The Kenyon bill (S. 2749), Congressional Record, Feb. 16, 
1922. 

"" Pennsylvania, Laws 1917, No. 411; California, Laws 1921, Ch. 
246. 

® Pennsylvania Department of Labor and Industry, Monthly 
Bulletin, July, 1922, page 25. 
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burse the available emergency fund among the vari- 
ous state departments for extension of public works 
in accordance with the plans submitted, including 
the purchase of materials and supplies. _ The im- 
portance of previous planning for such activities was 
stressed in California when it was found in the 
winter emergency of 1921-1922 that $87,000,000 was 
available for state, county and city work but only a 
very insignificant amount could be expended due to 
the lack of advance planning.^ 

Legislative beginnings have thus been made by 
two states, but the actual experience to date is so 
slight as to be practically negligible. Present diffi- 
culties in the administration of such provisions can 
best be brought out in discussing the more extensive 
experience of American cities in providing employ- 
ment through public works in time of business de- 
pression. 

Of course efforts to avoid distress by means ot 
public employment are not new. In 1895 two-thirds 
of the cities of Massachusetts were furnishing such 
emergency work.^ During the severe unemployment 
crisis of 1914-15 over 100 cities throughout the coun- 
try made special provision for carrying on public 
work of various sorts, such as sewer-building, street 
and road-making, quarrymg, forestry, drainage, 
waterworks, building, painting, and even clerical du- 

^ Report of Mayor’s Unemployment Committee, San Francisco, 

^“Repc^ of the Massachusetts Board to Investigate the Sub- 
ject of the Unemployed, 1895. 
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ties. The work was maintained for periods ranging 
from less than a month to more than six months; 
thousands of men were employed in from two-day to 
two-week shifts, and hours and rates of pay were as 
a rule the same as for regular employees on the same 
grade of labor. In the majority of cases the ofl&cials 
in charge declared that they had secured full eflSi- 
ciency from the workmen, while some even stated 
that necessary work had been done at a distinct 
saving.^ 

Many cities in the United States were found speed- 
ing up their public works in the early months of 
1921, for the purpose of avoiding a wasteful tempo- 
rary-relief treatment of the unemployed.® This was, 
at least in part, the incentive which led New Bed- 
ford to hasten the construction of much needed 
schools; Cleveland to hasten toward completion the 
construction of six large public works costing $15,- 
000,000; Minneapolis to sell bonds amounting to 
$980,000 to finance public work; Philadelphia to 
consider spending a million on street repaving; and 
Milwaukee to plan public works expenditures total- 
ling $10,000,000 in 1921. Smaller cities from Worces- 
ter and Lynn to Seattle and Yakima reported work 
undertaken under public auspices to relieve un- 
employment. Detroit’s appropriation of $716,000 
for the relief of the unemployed was followed by 

‘ Commons and Andrews, Principles of Labor Legislation, 1920 
edition, page 314. 

^See article by the writer “Reducing Unemployment by Plan- 
ning Public Works” in National Municipal Review, Vol. X, No. 
4, April, 1921. 
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the niayor^s reconinieiidBtion that the city begin 
immediately the construction of a bridge over the 
river to Belle Isle for which $3,000,000 was voted at 
the previous municipal election. And an interesting 
suggestion in Jamestown, New York, found expres- 
sion in a resolution adopted by the city council which 
favored taking over temporarily the closed-down 
local brick yards for the purpose of manufacturing 
the 2,160,000 bricks needed by the city for the next 
summer’s street paving. 

There is always danger in time of an unemploy- 
ment crisis that all officials will not distin^ish 
sharply between '*made” work sometimes foolishly 
urged in time of emergency— and public work that 
is useful. Experiences with emergency work have 
not always been gratifying. Poor work, increased 
expense to the community, and political favoritism 
in the selection of applicants are among the faults 
which have frequently interfered with the accom- 
phshment of expected results. On the whole, how- 
ever, the conviction has been growing that these 
flaws are not inherent, but due to poor administra- 
tion, and that, if properly managed, emergency work 
can be made an important agency in maintaining 
during slack periods the labor reserves needed when 
industry is booming. 

Increasingly cities are recognizing their responsi- 
bility for dealing more intelligently with unemploy- 
m-ent. Many of them in their methods already dis^ 
tinguish between the unemployable and the unem- 
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ployed. That is a great gain. A little forethought 
is now given to the important public task of antici- 
pating the fluctuating demands for labor. Some 
cities have established public employment bureaus 
which are rendering a valuable social service in fur- 
nishing information to individual employers seeking 
help and to individual workmen hunting jobs. This 
is an important public function which in neutral and 
efficient hands justifies itself in somewhat the same 
way that our system of public education has been 
justified. But probably no city in this country has 
yet utilized these employment information stations 
as a part of its long-time advance planning of public 
works expenditures. The principal reason for this is 
not, as might at first be supposed, the inefficiency 
of the public employment service. Some of the bu- 
reaus have information of great value. Moreover it 
is no longer a lack of information in the hands of 
specialists in credit matters, that prevents public 
officials from predicting with reasonable accuracy 
when business depressions are coming. On this part 
of the problem real scientific progress has been made. 
The arrival of business depression with resulting un- 
employment can now be roughly predicted months 
in advance. , It must be admitted that lack of prog- 
ress by our city officials in planning to meet unem- 
ployment crises is due in most instances to their fail- 
ure to give any consideration at all to any plan for 
counteracting fluctuations in the labor market, as an 
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item in determining the proper time for expenditures 

upon public works. ^ ^ r i • 

There are, of course, additional reasons for this 
lack of forethought regarding unemployment. Some 
of these are perhaps inherent in our two-party po- 
litical system with the temptation to “make a record” 
under the name of economy, which so frequently 
turns out to be false economy. On the other hand, 
politicians of a certain type find a strong incentive 
to spend during their own brief administrations all 
available funds. Some of the difficulties are bound 
up with legislative restrictions which with care might 
well be changed. Extensive public work is fre- 
quently impossible because of charter limitations on 
the expenditure of local money. For example, the 
common council of Bridgeport, aroused by much un- 
employment and the threat of more early in the 
winter of 1920-1921, authorized a $500,000 bond 
issue for public work. Under its home rule act, the 
city could issue bonds upon a referendum, but when 
the state legislature is in session it is usually both 
quicker and cheaper to get authority from the state 
capitol. And weeks later Bridgeport was still wait- 
ing the desired approval of the legislature.^ Since 
most state legislatures meet in regular session but 
once in two years, reliance upon their action after a 
crisis has developed is likely to result in disappoint- 
ments and costly delay. 

However, despite many perplexing obstacles, cities 
in various parts of the world are now attacking the 
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problem of unemployment with a sense of com- 
munity responsibility. It is at last coming to be 
recognized, also, that to wait until the emergency has 
overtaken the community before the movement to 
provide public work is set on foot is wasteful and 
productive of unnecessary hardship. Public officials 
are more and more turning their attention to pre- 
paring in ordinary times for the period of stress 
which experience has shown is likely to follow in a 
few months or a few years. 

In a survey made under my direction in 1915 ^ of 
the experience of 115 different communities in at- 
tempting to deal with the exceptional unemployment 
of the depression of 1914-15, it was found that many 
American cities were then intelligently planning to 
do their part toward avoiding similar disaster in the 
future. Several progressive communities made spe- 
cific plans to reserve work on unimproved parks, 
sewers, and streets for future periods. Several, also, 
without planning definite undertakings, issued bonds 
or estabhshed contingent funds to provide the re- 
sources when needed. In Alameda, California, a 
special annual tax of one cent on each |100 of tax- 
able property was established in 1915 to provide a 
fund for hiring on public work “unemployed or indi- 
gent residents.” 

Possibilities for improvement in present practices 
were shown by more intensive studies in several 

'See American Labor Legislation Review, Vol. V, No. 3, Nov., 
1915. 
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cities, including Boston. It was found, for example, 
that Boston’s experience with a working force in 
contract paving jobs ran as follows; 

Pek Cent of Maximum Employment by Months in 1912 and 

1913 

Jan. Feb. March Apr. May June 


1912 3 6 12 47 78 100 

1913 0 0 2 26 65 92 

July Aug. Sept. Oct. Nov. Deo. 

1912 89 95 92 96 93 24 

1913 100 92 99 74 88 32 



This tabulation, as F. Ernest Richter pointed out 
at the time,^ shows a striking correlation with mean 
monthly temperatures, but an important influence 
is the ending of the fiscal year on January 31. Al- 
though the budget is made up in November, the 
council with new members which must pass on the 
budget sits first in February, and it is April or May 
before many new contracts can be let. 

Contrast the above with possibilities in Cortland, 
New York, where the charter gives the public works 
department power to pave or repair any street, build 
sewers or lay water-mains without a public “letting.” 
It was found in December, 1915, that the Cortland 
board designates work upon streets three years in 
advance and keeps its labor constantly employed. 
The board, by the way, was non-partisan and had 
been in office twenty-one years. 

In May, 1919, W. Clifford Clark, of Queens Uni- 

^American Labor Legislation Review, Vol. V, No. 2, June, 
1915, pp. 245-264. 
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versity, sent a questionnaire to 50 Canadian cities, 
and from 36 replies learned that at least eight of 
these cities construct sewers or water-mains during 
the winter months as definite policy. Thirteen of 
the other cities had adopted this plan on occasion 
to relieve unemployment. The kinds of work pro- 
nounced highly or fairly successful in winter were 
sewer work in rock, tunneling, deep excavating, 
heavy cuts and fills in grading work, concrete con- 
struction in large bulk (such as heavy bridge abut- 
ments), and construction work in swamp sections 
where sub-surface water prevails. The degree of 
success is often dependent on preparation made be- 
fore the ground is frozen, especially in some con- 
struction work where shafts should be sunk before 
the extreme cold weather. 

For a decade Duluth, Minnesota, has reserved 
much of its sewer work for winter, and reports that 
the frozen surface proves of decided advantage in 
retaining the walls of the trench and that the cost 
of construction is no greater than in summer. Other 
cities have experienced a slight increase in winter 
construction, which they maintain is counterbalanced 
by a smaller outlay for charity relief and by the 
greater efl&ciency resulting from keeping the regular 
force of workers intact throughout the year. 

Such foresighted arrangement of public work is 
apparently capable of considerable extension, and 
may be eflacaciously used to counteract in some de- 
gree cyclical as well as seasonal fluctuations. In 
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each community or country a program of the amount 
of public work contemplated for several years m 
advice could be laid out and then carefully planned 
to be executed in the lean years. Thus public work 
instead of declining and thereby accentuating the 
depression, as is now often the ca^, would exert a 
strong influence toward stability. European experi- 
ence shows that it is essential to the success of such 
a program that the work be done in the ordinary 
way, the workers being employed at the standar 
wage and under the usual working conditions and 
hired on the basis of efficiency, not merely because 

they happen to be unemployed. 

During the brief period of unusual unemployment 
in the winter of 1918-1919, there was a very general 
resort by American cities to the remedy of public 
work. A large amount was readily available, since 
all but the most necessary projects had been post- 
poned during the war. The federal, department of 
labor listed 6,285 pieces of work to cost |1,7UU,- 
000 000. In Ohio and New York the governors 
called special conferences of_ state and city officia s 
with a view to pushing pubhc works. It is difficult 
to learn the exact effect of this and of similar action 
in a number pf cities, but in the opinion of the spe- 
cial employment assistant to the secretary of war, 
such activity was the main cause of the decline m 
unemployment which began to be noticeable by the 

soring of 1919. . , „ 

It is significant that the still greater penod of 
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unemployment reaching its climax about May, 1921, 
afforded further illustration of the increasing ten- 
dency toward the use of planned public works. 
Partly because the war years had been a period of 
retrenchment in such expenditures there was an un- 
precedented sale of municipal construction bonds,' 
afterward stimulated to some degree by the activities 
of the Association for Labor Legislation and the 
President’s Unemployment Conference. 

As the local use of public work for reheving unem- 
ployment has spread, city officials have increasingly 
felt the hampering effect of charter limitations on the 
expenditure of money. Many makeshift devices 
have been adopted for defeating these restrictions, 
such as raising money by public subscription, bor- 
rowing without interest, or transfer of funds between 
departments, and in some cases business men have 
had to furnish bonds to save the city officials from 
liability. Consequently the conviction has been 
growing that budgetary methods and, if need be, 
city charters must be modified to permit greater free- 
dom in the use of money for these undertakings. 

The principle under discussion has taken firm hold 
in many countries among those interested in com- 
bating involuntary idleness. In 1913, as the result 
of careful studies in many countries, the following 
recommendations were laid before the International 
Conference on Unemployment: (1) that pubhc 
works be distributed, as far as possible, in such a 
way that they may be undertaken in dull seasons 
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I or during industrial depression; (2) that budget 

laws be revised to facilitate the accumulation of re- 
serve funds for this purpose; (3) that permanent 
institutions be created to study the symptoms of 
depression in order to advise the authorities when 
to initiate the reserved work; (4) that such work as 
j land reclamation and improvement of the means of 

I communication, which would tend to increase the 

! permanent demand for labor, be especially under- 

I taken; and (5) that in order to secure the fullest 

1 benefits from the reserved work, contracts should be 

awarded not as units, but separately for each trade. 
The first official International Labor Conference, 

I meeting at Washington in October, 1919, recom- 

: mended to Member countries that they should “co- 

I ordinate the execution of all work undertaken under 
public authority, with a view to reserving such work 

,1 as far as practicable for periods of unemployment 

’ and for districts most affected by it.” 

: In 1921 — ^with three and one-half million less 

I I workers employed in industry than a year earlier — 

i American legislators introduced resolutions in Con- 

i • gress and state assemblies declaring that “it is sound 

j { governmental policy to prosecute public works dur- 

j i ing periods when labor and material are not fully 

: ' absorbed by private industry.” They recognized that 

|i “the immediate prosecution of such public works 

win give employment to large numbers of persons 
I now seeking employment, not only directly on the 

public works, but indirectly upon the manufacture 
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of the materials required.” With little discussion 
and without much interest in legislative halls these 
proposals all failed of passage. The federal govern- 
ment’s financial participation in the national unem- 
ployment crisis was in effect limited to its appropria- 
tion for road construction in accordance with the 
federal-state cooperative plan previously established. 

But public interest in this subject is increasing. 
Whenever a tidal wave of unemployment sweeps 
over the country there are anxious questionings as 
to the responsibility, and as to the failure to utilize 
certain definite measures of prevention. Distress — 
bread lines — soup kitchens — are but the final sharp 
reminders that lack of forethought is costly. Sig- 
nificantly, with each of these ever-recurring indus- 
trial depressions, it is becoming clearer that the only 
remedy for unemployment is employment. Serious 
inquiries are under way and a foundation of fact is 
being prepared as a basis for intelligent action. 
There is special need now for further study by ex- 
perts in municipal government to determine what 
are the best means of overcoming political obstacles 
that make unnecessarily difficult the planning and 
administration of public works to reduce unemploy- 
ment. In this direction lies one of the paths toward 
the stabilization of business. 


CHAPTER VIII 

THE PSYCHOLOGICAL EACTOES IN STABILIZA- 
TION 

Walter Dill Scott 

Every typical American is ambitious to make a 
contribution to society. In this generation he desires 
to make that contribution by becoming associated 
with some activity that is likely to attain distinct 
progress. 

Our very best young men and women have been 
particularly attracted by the learned professions. 
These are primarily the phases of human endeavor 
in which service to society is the recognized aim. 
This applies equally to theology, law, inedicine, 
teaching, and the traditional types of engineering. 
Historically, the learned professions may have been 
conservative, but the last seventy years have been 
for them an epoch of progress. The professions are 
still attractive, but they are meeting severe competi- 
tion in other fields in which distinct service is being 
rendered to society and in which great progress is 

being made. , 

Thus, special progress was made in agriculture in 
America in the years from 1850 to 1900. In these 
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five decades the quantity of our agricultural products 
was increased almost fivefold, and America thus be- 
came the great food producing nation of the earth. 
This unprecedented progress was not merely the 
result of rich natural resources, or of favorable 
economic conditions, but was based primarily upon 
human endeavor. Intelligence was applied to agri- 
culture as never before. The inventors transformed 
the scythe and the cradle into the mower and the 
self-binder. The scientists made new discoveries 
in chemistry, biology, and physics as they related 
to agriculture. The engineers drained the swamp 
and irrigated the desert. Workers were inspired with 
an ambition and guided by a wisdom unprecedented 
in agriculture, and the results secured both in Ameri- 
can and in foreign lands were those that normally 
would result from such causes. 

Progress in manufacturing in America did not 
keep pace with the progress in increasing our pro- 
duction of food. Wages of industrial workers were 
higher here than in most other lands, and our pro- 
tective tariff could not protect us from the lower 
cost of production secured by our competitors. Even 
the efficiency of the American worker and the 
Yankee wit and the daring of the manufacturer could 
not keep us from importing enormous quantities of 
manufactured products. About 1880 the term 
“scientific management” began to be used. This 
term was frequently hmited to the Taylor efficiency 
system, but it referred equally well to the systematic 
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attempt to apply to manufacture every available 
science. The introduction of a^dequate systems of 
cost accounting made it possible to discover and 
to eliminate expensive and unnecessary operations. 
The invention of labor-saving devices enabled the 
manufacturer to produce a given product with fewer 
workers. The standardization of products resulted 
in quantity production with its attendant reduction 
of cost. The application of physics and chemistry 
revolutionized many of the important processes of 
manufacture. Every advance made in America was 
imitated abroad and every improvement of our com- 
petitors was seized upon and adopted by us. As a 
result of all this, more progress was made in industry 
in the four decades from 1880 to 1920 than in any 
similar preceding period. 

The advance in agriculture and in industry made 
necessary a corresponding progress in commerce. 
There is but little advantage in greatly increasing the 
supplies of foods or of manufactured goods unless 
there is a corresponding increase in the available 
market to absorb them. This condition resulted in 
the world-wide struggle for expanding markets and 
in the creation of such new agencies and methods of 
commerce as department stores, chain stores, mail 
order houses, trusts, systems of credits, and improved 
facilities of shipment on land and sea. 

The facts warrant the statement that since 
1850, the world has experienced the greatest 
epoch of progress in each of the learned pro- 
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fessions and in each of three other fundamental 
phases of human endeavor — in agriculture, in in- 
dustry, and in commerce. 

Such progress is, of course, not the result of acci- 
dent, but is the result of very definite causes. It 
will be the task of later historians to discover what 
all the causes are, but it would seem that prominent 
among these causes will be found first, a conscious 
need for progress, second, initiative in striving for 
progress, and lastly, an effective application of 
science in producing the progress. 

Conscious need was apparent in securing the prog- 
ress in agriculture. From 1850 to 1900 there were 
more inhabitants in the world than ever before, but 
there was not a day in those 50 years when there was 
enough food for all. 

Initiative was apparent in the particular agri- 
culturists of the period who achieved the success, as 
they were pioneers, owners of their own farms, fol- 
lowers of great ambitions, and fugitives from settled 
communities and established customs. 

No one questions the statement that the applica- 
tion of the physical and the biological sciences was 
a potent factor in securing the progress in agri- 
culture. This apphcation is the theme for unnum- 
bered reports printed by government bureaus, and 
by public and private agencies. 

Conscious need, initiative, and the application of 
the physical and biological sciences could be shown 
to have been quite as fundamental in the progress 
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in industry and in commerce as in the progress in 
agriculture. 

There has been widely expressed hope that the 
World War with all its destruction would usher in 
a new epoch in some phase of human progress, and 
that this progress would be quite the equal of any 
to which reference has been made. There are many 
who believe that we are now in the early stages of 
such a period of progress, and that the field in which 
this progress is taking place is what may for our 
purpose be spoken of as human engineering. The 
term human engineering applies to all efforts made 
to enable the individual to promote his own welfare 
and the welfare of society as a whole. We are still 
so near the beginning of the era of progress in human 
engineering that it may be hazardous to state how 
far we have proceeded, but at least we may discover 
whether conscious need, initiative, and the applica- 
tion of science are dominant factors in our assumed 
progress in human engineering. 

The conscious need for progress in human en- 
gineering is thoroughly recognized. Men are not 
now working together happily and effectively. 
There is said to be lack of control in the home, 
restlessness in the school, apathy in the church, 
shirking in the shops, dishonesty in the counting 
houses, crime in the city, and bolshevism threaten- 
ing all our institutions. 

That initiative is changing the methods of han- 
dling men is apparent even in such stable forms of 
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social control as the state, the church, the school, 
and the family. In all these, change is the order of 
the day. The traditional is regarded with suspicion 
and the new is constantly sought. Often this initia- 
tive is undirected by sound reason, as is the case in 
Russia. It then assumes a form of radicalism so 
destructive to state, church, school, and family that 
the whole civilization is threatened. 

The application of science to the progress in hu- 
man engineering is less apparent than is the con- 
scious need and the initiative as applied to such prog- 
ress. The sciences that have been so effectively 
applied in producing progress in agriculture, in- 
dustry, and commerce are mainly the so-called nat- 
ural sciences. The sciences that are being applied 
to progress in human engineering are mostly the 
social sciences. The natural sciences are highly de- 
veloped, and have been applied for so many years 
that their success is apparent and universally recog- 
nized. The social sciences are not highly developed, 
and their applications have been so few and so recent 
that their success is not so apparent and not so gen- 
erally recognized. However, psychology, pedagogy, 
and sociology are as certainly being applied to hu- 
man engineering as physics, chemistry, botany, and 
zoology are being applied to agriculture, industry, 
and commerce. Accordingly, each of the three causal 
factors noted in the progress in agriculture, industry, 
and commerce is discovered also in our methods of 
handling men. 
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It is impossible to state definitely the beginning 
and the end of any period of progress in any perma- 
nent form of human endeavor. However, there is 
sufficient evidence to justify such limits as 1850 to 
1900 as the era of the great progress in agriculture; 
1880 to 1920 for industry; and from soon after 1880 
to 1920 for commerce. There is also evidence to 
show that under the influences of such causes as 
conscious need, initiative, and the application of 
science, an era of progress in human engineering be- 
gan in 1914 with the outbreak of the World War. 

Progress in the learned professions, in agriculture, 
industry, and commerce has, like the ballot, been in 
the hands of the male members of society. Progress 
in human engineering is not only contemporaneous 
with the Nineteenth Amendment, but it seems to be 
the field of human endeavor in which the woman is 
destined to be quite the equal of the man. 

In the early stages of profound change it may be 
difficult to decide whether the change is one of prog- 
ress or regression. Many would have denied that 
the changes in 1855 denoted unprecedented progress 
in the learned professions and in agriculture, or that 
the changes in 1885 denoted unprecedented progress 
in industry and in commerce. It may be impossible 
to demonstrate that present changes denote an epoch 
of progress in human engineering, but evidence is 
accumulating that such is the case. Indeed some 
assert that the changes are now so far advanced that 
it is possible to discover the significant agencies em- 


THE PSYCHOLOGICAL FACTORS IH STABILIZATION 349 

ployed in producing the progress and to take steps 
to increase their effectiveness. 

Vocational Guidance, Education, and Motivation 
are such agencies. These have taken on new mean- 
ing and assumed an importance not previously an- 
ticipated. These three agencies all apply to human 
engineering in the home and the school, in industry 
and commerce, in military and civil activities. 
Wherever progress is being made in human engineer- 
ing, it manifests itself directly in the changes taking 
place in vocational guidance, education, and moti- 
vation. These changes might be illustrated from 
any field of human endeavor, but they can be most 
definitely and helpfully illustrated from industry in 
the form it has taken since the so-called industrial 
revolution, because the changes taking place there 
are so apparent and affect the lives of so many 
millions of men and women. 

In the past the ideal of vocational guidance, or 
of vocational selection, in industry has been to secure 
for each job the best worker at the least cost. This 
has not necessarily resulted in a disregard of the 
interest of the worker. Even in slavery the master 
commonly regarded the interest of the worker, took 
pains to assign tasks according to the strength and 
the aptitude of the members of the gang, and gen- 
erously rewarded efficient service. The absentee 
owner of a manufacturing plant has expected his 
superintendent to hire efficient labor and to keep the 
pay roll down. But he has also expected his super- 
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intendent to treat his workers in such a manner that 
their loyalty would be retained. Vocational guid- 
ance and vocational selection have usually been car- 
ried out beneficently by the employer, but they have 
been carried out primarily in his interest. 

In the new conception of vocational guidance and 
vocational selection the emphasis is radically 
changed. This newer point of view is that every 
worker should be placed in that position where he 
has the best possible chance to make the most of 
himself. This must be interpreted as consistent with 
the interests of the employer and with the larger 
interests of society. According to this conception, 
the interest of the employee is first. However, his 
interests cannot be permanently served unless due 
regard is given to the interest of the employer and 
of the public. If the interests of the employer are 
disregarded, he will fail and cease to give employ- 
ment. If the larger interests of the public are dis- 
regarded, the protection and the favor of the public 
will be forfeited. Emphasis on the interest of the 
worker is so new and so novel that no firm is able 
to carry it out completely at the present time. This 
ideal, however, is characteristic of the present period 
of progress and will be more nearly attained with 
each succeeding year. 

Not only was the ideal of vocational guidance and 
selection low in the past, but the method of accom- 
plishing the ideal was crude and ineffectual. The in- 
dividual found his life calhng, and the vacant job 
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was filled, by systems that were stupidly crude. In 
India and in other lands the caste system determined 
the occupation of each individual. There, by the will 
of the gods, each youth was compelled to follow the 
occupation of his father. It might be added that 
something akin to the caste system has compelled 
the girls of all lands to follow in the occupation of 
their mothers. At one time the guilds of Europe 
determined the trade each apprentice should enter. 
During recent decades the available job has been 
the most dominating influence in determining the 
career of our industrial workers. 

The ambitious youth and the discerning employer 
have recognized their lack of wisdom and have 
sought some simple, dependable method of voca- 
tional guidance. Such methods have been sought in 
aU lands and in all centuries. Some of them have for 
a time attained great vogue and have numbered 
among their adherents many men of wisdom. Among 
such systems the following are recalled: astrology, 
augury, chance as manifested in drawing of straws, 
casting of lots, or the flipping of coins, chirography, 
chiromancy, character analysis, divination, fortune- 
telling, horoscopes, hypnotism, intuition, magic, me- 
diums, mind-readings, necromancy, omens, occult- 
ism, oracles, palmistry, phrenology, premonitions, 
psychological tests, soothsaying, sorcery, sortilege, 
subconscious “hunches,” stigmata, talismans, trade 
tests, and telepathy. 

When in the past we saw the absurdity of follow- 
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in£ these practices in placing the individual in em- 
nlovment^we were forced to depend upon the ]udg- 
tSoi the maiden school-teacher, the indulgent 
mX? the ambitious father, the listless recruiting 
officer, the mercenary employment 
vet the indifferent employment clerk The method 
S national guidance was in practice even ^ 
than the ideal; for it did not succeed m securing 
for each job the best worker, and at the least cos . 

The conscious need for progress in vocational 
guidance and the untrammeled initiative in discover 
ing and applying methods of vocational guidance 
madfrelatlely httle advance until about the penod 
Sthe teeing of the World War. Then real prog- 
ress in vocational guidance was made when we began 
to employ scientific procedure in a large way m our 
study of the fitness of applicants for particular po- 

study of human nature is not an exact science- 
The first psychological laboratory was established 
about 1880, and thirty or forty years were necessary 
tn which to lay the foundations that have made pos- 
sible even an approximation to the scientific study 

of the applicants for P-^^s m 
citudv includes measurements of the inherited ca 
Sfitoand also of the acquired skiU of the appli- 
Lnt Due consideration is given to the desires and 
the ambitions, the industry and the stability the ag- 
gressiveness and the initiative, as ^ ^ 

physical strength, the mental alertness, and the trade 
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skill. Such a study neglects nothing that is signifi- 
cant in the previous experience of the applicant and 
in the reputation he has sustained with his fellow 
workers and with his superiors. 

The purpose of judging men in industry is to de- 
termine their fitness for particular positions. The 
value of such judgments is slight unless there is a 
fairly good understanding of the available positions. 
In the past there seems to have been almost no sys- 
tematic attempt to make what we to-day speak of as 
job analysis or occupational descriptions. Ten years 
ago there was not an industrial organization in 
America that had any serviceable occupational de- 
scription of its various jobs. To-day most of our 
larger industrial organizations are preparing some 
form of occupational descriptions. These descrip- 
tions state for each job the preliminary experience 
necessary or desirable and the subsequent positions 
that should be considered as in the regular line of 
promotion. They note the beginning wage, the 
rate of promotion, the maximum and the average 
wage, and the collateral opportunities. They de- 
scribe so far as possible everything pertaining to 
the job such as its character as permanent or tem- 
porary, dirty or clean, standing or sitting, indoor or 
outdoor, sohtary or in group, routine or varied, with 
constant or intermittent flow of work, under direct 
or merely formal supervision; its condition as to 
responsibility for the work of others or for the pro- 
tection of property; the class of superiors, subor- 
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dinates, or customers met, the hours of labor, and 
the supply of workers available; and its history as 
to the frequency and the causes of the labor turnover 
in the position. The last and the most difficult part 
of the occupational description is a definite state- 
ment of the type of individual most likely to succeed 
and the types most hkely to fail on the job. 

Significant progress has already been made in de- 
veloping these necessary tools for vocational guid- 
ance, i. e., reliable methods of judging applicants, and 
dependable and complete occupational description of 
all the jobs in the plant. That there inay be effec- 
tive use of these tools of vocational guidance there 
must also be in each plant an executive in charge of 
personnel. He must be skilled in training men to fit 
jobs and he must have authority and skill in adjust- 
ing jobs to meet the needs of the workers. He must 
retain the confidence of the workers and he must 
be an important officer of the company, for it is his 
ta sk to attain the ideal of vocational guidance. Such 
directors of personnel are already being appointed 
and they are doing much to make it possible for 
every worker to be placed in that position where he 
has the best possible chance to make the most of 
himself. 

The second agency mentioned in progress m hu- 
man engineering is that of education. In the past 
our conceptions of education were such that it 
seemed foreign to the field of industry. It was con- 
ceived by some as limited pretty much to “readin’, 
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’ritin’, and ’rithmetic.” Others conceived it to be 
limited to the acquisition of knowledge, to the com- 
mitting to memory such facts as the deeds of our 
ancestors, the statement of the laws of nature, or 
even the laws of grammar. The point of view of 
the school man was that we should have culture for 
culture’s sake, art for art’s sake, and pure learning 
uncontaminated by any practical application. The 
business man looked upon education as something 
theoretical and impractical; as a process that must 
be completed and from which the youth must be 
graduated before entering into his life’s work. The 
school man and the business man agreed in assuming 
that education was confined to the schoolroom, and 
that any attempt to mix education and business 
would result in corrupting the school and weakening 
industry. Over the door of the employment office of 
a large and progressive factory hung until recently 
the significant statement, “College Men Not 
Wanted.” The conscious need for progress in the 
education of those preparing to enter industry could 
not have been more eloquently stated than in those 
words “College Men Not Wanted.” This is an ac- 
tual expression of the suspicion on the part of em- 
ployers that one might readily receive too much 
education and thus be incapacitated for the serious 
responsibilities of business. 

The initiative of the educators was made apparent 
by their creating for those preparing for industry 
such institutions as manual training schools, vesti- 
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bulc schools, continua/tion schools, trade schools, in- 
dustrial schools, technical schools, kindergartens, and 
elementary schools, as well as various types of ap- 
prenticeship systems. No significant progress could 
be made in applying science to education until the 
various social sciences had stated the aim and pro- 
vided a helpful definition of education in industry; 
and until educational psychology, the newest of the 
social sciences, had indicated how such an end might 
be attained. In keeping with the teaching of the 
social sciences, education in industry has been de- 
fined simply but satisfactorily as “Profiting by Ex- 
perience.” This new conception wipes away all the 
sharp contrasts between formal and informal educa- 
tion or between the school and industry as centers 
of education. If education is profiting by experience, 
it is apparent that experience may be had in the 
shop as well as in the schoolroom. It is likewise ap- 
parent that education need not end at the sixteenth 
year, for a man at sixty may yet profit by his ex- 
perience. The conception of education as profiting 
by experience has led to the creation of a new ideal 
in the school and in the industry. This new ideal of 
education in the school is that every phase of the 
school work should have a bearing on the whole life. 
The new ideal of education in industry is that the ed- 
ucation of each individual should be continuous 
throughout his entire period of employment. 

In considering the education of his men the em- 
ployer must think of each employer as a worker, as 
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a possible potential junior officer of the company, 
as a member of a family, as a member of the com- 
munity, as a member of a church, as a citizen of 
the State, and as a human being. The education in 
industry must provide for the continuous develop- 
ment of each of these phases of the life of the em- 
ployee. As a worker the employee may have had 
previous experience, but it is the task of his superiors 
to see that he continues to increase his technical 
skill. If he shows any signs of leadership, a care- 
fully planned series of transfers, promotions, and 
courses of formal instruction may equip him to be- 
come a valuable minor executive of the company. 
By the hygienic practices enforced in the shop, he 
may be taught the laws of hygiene essential to the 
health of a city and so become a better member of the 
community. By the helpful cooperation received 
from his superiors and his fellow workers he may 
be taught a greater appreciation of the fact of the 
brotherhood of men and the Fatherhood of God and 
so become a better member of the Church. By par- 
ticipation in the shop discipline, he may be taught 
the essentials of a democratic form of government 
and so become a better citizen of the State. By a 
study of the service the company renders the world, 
and by a recognition of the part he plays in that ser- 
vice, he may be taught the dignity of work and the 
dignity of the worker, and so be elevated in his own 
estimation and inspired with an ambition to become 
the highest type of human being. 
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Education in industry is accordingly not a func- 
tion that can be left to the unguided worker. It is 
not a responsibility that can be shifted to the indi- 
vidual foreman and superintendent. It is not limited 
to such agencies as continuation schools and class- 
room instruction within or without the plant. 
Neither is it limited to the casual and incidental ex- 
periences that are had in the shop from day to day. 
Education in industry is progressing slowly, but in 
some firms it is directed by an expert, who attempts 
to utilize all the equipment and all the personnel of 
the plant in assisting every employee to profit by 
his experience during the entire period of his service. 

The third agency mentioned in progress in human 
engineering is that of motivation. The types of 
motive power used in vehicles of transportation have 
been greatly augmented during recent years. Al- 
though steam, electricity, and gasoline may have al- 
ways existed they were not commonly and effectively 
used as motive power. Likewise, the types of moti- 
vation in industrial workers have been increased 
during recent years. 

For many centuries fear was the most common 
incentive to action where large groups of workers 
were engaged in industrial enterprises. The worker 
labored on because he feared the lash of the master 
and the oath of the gang boss, or because he feared 
the loss of emplojnnent with its hunger and want. 
The better education and the organization of the 
laborers have weakened the effect of fear as an in- 


THE PSYCHOLOGICAL PACTOES IN STABILIZATION 359 

centive to action. During recent decades the em- 
ployer has depended less and less on the threat of 
bodily pain and has substituted more and more the 
pay envelope as a stimulus to action. The rapid in- 
crease in wages and the rumors of even more fabulous 
rewards during and following the war have caused 
the worker to be less dependent upon his pay en- 
velope. Employers everywhere recognized the folly 
of attempting to handle men by the application of 
the old methods based on fear and wages. They were 
conscious of the need of progress and their initiative 
resulted in countless experiments. Many of these ex- 
periments were based on the assumption that there 
was a single incentive to action and a single method 
of making that incentive effective. We have been 
passing through the era of panaceas in stimulating 
men to action. Prominent among these panaceas 
are profit-sharing, employee representation, indus- 
trial democracy, piece rate, bonus, welfare, rigid 
supervision and inspection, and the open shop. 

The application of science in discovering effective 
methods of stimulating men has been much greater 
than we are able to appreciate at the present time. 
The teaching of modern psychology on individual 
difference has had immediate application. Psychol- 
ogy has emphasized the fact that individual differ- 
ences are relatively small in our physical qualities 
and in all qualities which we share with the higher 
animals; but that individual differences are enor- 
mous in acquired traits and in the higher human 
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qualities, and particularly in the response to differ- 
ent motives to action. This teaching of modern psy- 
chology on individual differences has established the 
fact that some individuals are inspired primarily by 
fear, others by hope; some by immediate gain, others 
by remote ends; some by bodily comfort, others by 
intellectual interest. 

The emphasis on individual differences has had 
no more direct application than has the emphasis 
on the complexity of each individual in his response 
to incentives to action. A modern engine will re- 
spond to but a single motive power, whether that be 
steam, gasoline, or electricity. Every human being 
responds to an indefinite number of types of motiva- 
tion. It is probable that no human being is enabled 
to make a maximum exertion unless he is moved by 
the simultaneous application of several motives. No 
child is obedient unless parental commands are sup- 
plemented by respect. No student makes rapid 
progress unless the classroom credits are supple- 
mented by interest in the topics of instruction. No 
industrial worker is eflSicient unless the pay envelope 
is supplemented by interest in the work. 

Whether we have in mind the psychology of in- 
dividual differences or the psychology of the com- 
plexity of the human response to motivating influ- 
ences, it may be confidently stated that those en- 
gaged in human engineering have during recent- years 
received great benefit from the studies that have 
been reported under such significant titles as human 
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instinct, suggestion, initiative, reason, habit, gen- 
eral intelligence, social approval, competition, ambi- 
tion, pride, loyalty, fear, the constructive instinct, 
the love of the game, interest, hope, and devo- 
tion. 

The industrial leaders are to-day conscious of the 
inadequacy of either fear or the pay envelope as the 
exclusive incentive to action. Guided by the teach- 
ings of modern psychology, they are experimenting 
wisely in an attempt to discover the incentives to 
action that will inspire each individual and enable 
him to use his hand and brain effectively. 

Those in the closest touch with the progress being 
made in vocational guidance, education, and motiva- 
tion in industry are confident that the earning 
power of the industrial workers in America will be 
doubled during the present century by the progress 
in human engineering. The annual productivity of 
these ten million industrial workers may be roughly 
estimated at ten billion dollars. To double this 
means a gain of ten billion dollars annually. This 
amount transcends our power of imagination. 

Human engineering applies to all efforts made to 
enable the individual to promote his own welfare 
and the welfare of society as a whole. Although this 
discussion is largely confined to industry', an illustra- 
tion from some other field of human endeavor would 
serve ,to make clearer the place of vocational guid- 
ance, education, and motivation in our progress in 
human engineering. This illustration could be taken 
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from any field, but the recent World War offers 
some of the most striking illustrations. 

When the raw recruits reached the concentration 
camp in the fall of 1917, they were assigned to their 
respective units before any attempt had been made 
to determine their fitness. The officer in charge of 
a unit was provided with an official document, con- 
taining the names of the different positions con- 
stituting the unit and the number of individuals to 
be assigned to each position named, but he was not 
provided with a statement concerning the personal 
qualifications essential for the performance of the 
duties of any position. Furthermore, there was not 
a Tnati in the whole camp whose task it was to help 
match the requirements of the position and the quali- 
fications of the recruit. This neglect of information 
concerning the individual and the absence of infor- 
mation concerning the positions, together with 
the lack of an organization to place the men, re- 
sulted in such a crude form of vocational guidance 
that the chaos in all our camps was almost as bad 
as the chaos in the British camps in 1914. 

Fifteen months after we had entered the war voca- 
tional guidance in the army had become revolution- 
ized. Every recruit was studied as soon as he ar- 
rived at camp. Upon his qualification card was re- 
corded all available information concerning his fit- 
ness for any form of mihtary service. In this record 
were included such items as schooling, previous occu- 
pation, trade skill, general intelligence, leadership 
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ability, and preferred t3rpe of service. There was 
available for every position in the organization an 
occupational description containing a statement of 
the qualifications desirable or necessary for the suc- 
cessful performance of the duties of that position. 
In each divisional concentration camp there was a 
personnel officer with possibly a hundred subordi- 
nates. The task of this officer and his subordinates 
was to direct the work of vocational guidance in the 
camp. The result of this progress in vocational 
guidance was that talent was conserved, effective 
units were organized quickly, and the period of train- 
ing was reduced. 

Progress in education in the World War cannot 
be described so concretely as can that in vocational 
guidance, but features in that progress are indicated 
by such changes from the ordinary regular army 
procedure as the change from the memoriter to the 
"project” method of instruction; the change in the 
seat of army education from the army posts to the 
special schools and to the universities; the change 
in the conception of the province of education, re- 
sulting in a universal system embracing even the 
generals, as in the school exclusively for generals at 
Langres, France. 

Progress in motivation in the army may be illus- 
trated from Colonel Gordon Johnson’s account of 
the progress the army made in supplying incentives 
to action to a single soldier. Alvin York, a youthful 
mountaineer, was drafted and sent to Camp Gordon. 
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A few days after entering camp he was ordered out 
fo the bayonet drill. He stated to the captain his 
conscientious scruples against such a drill. Accord- 
Z to the traditions of the army, there was only one 
to treat a conscientious objector and that was to 
“trLt ’em rough.” The captain hesitated to apply 
the only incentive he knew, because Yorks calm 
manner indicated a determination that could not be 
moved by fear. Accordingly, the captain sent York 
to the major of the battalion. In response to the 
^ inauirv York replied that he believed m the 

Bible; and that the Bible stated “Thou shalt not 
kill ” ’ The major attempted to counter with an ap- 
plriatrv J, but hiu memory failed him. There- 
?pon he beat a strategic retreat by ordering the ji- 
vL back to his tent. He was convinced that threats, 

punishment, and cruelty would 
York but that he might possibly yield to some really 
hio-h motive to action. The major was a religious 
mi believed our aim in the World War was to ad- 
vance the Kingdom of God on earth ” and that the 
Scriptures justified war m such a holy cause. York 
was ordered to the major’s quarters the next evening, 
but again the major’s knowledge of th^e Scriptures 
was uLble to cope with the situation. Th®s® nigMly 
conferences between the busy major and th » 
rant conscientious objector lasted for five weeks, till 
flt last the private was convinced that there was 
Scriptural authority for carrying on what he came 
to sL as an attempt to “advance the Kmgdom of 
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God on earth.” Spurred on by this high motive, 
York entered into every phase of military training 
with an ardor unsurpassed by any private in Camp 
Gordon. His major had provided him with the 
motive to action that enabled him to use his hand 
and brain effectively. 

Every American schoolboy has heard how York 
captured single-handed 132 German prisoners in the 
Argonne Forest. A part of the history not so well 
known is this: Colonel Johnson called York to head- 
quarters to ascertain the facts at first-hand. He 
asked York how many Germans he had killed, but 
could get no estimate as to the number. York 
stated, however, that he had completely emptied his 
two automatics and had used all the shells from 
his belt except those in the extreme back. This in- 
dicated that York had taken about sixty shots at 
the Germans. Colonel Johnson said to him, “How 
many shots did you miss?” His reply was, “Oh, 
Colonel, I didn’t miss none of ’em!” 

If in Camp Gordon the army had attempted to use 
fear as a motive to action, York would have refused 
to submit and would in all probability have been sent 
to Federal prison as an incorrigible. By bringing 
to bear a higher motive to action, the Army enabled 
York to accomplish his remarkable service. It is 
impossible to state how much the service of a single 
soldier was increased by wise motivation, but we 
can state that it changed a rebellious conscientious 
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objector into the greatest American hero of the 

World War. , 

Some of us are confident that the greatest progress 

in human engineering will be made not “ ^ ® ® 

where the progress can be measured by Miom 
dollars, nor by the number of Germans 
slaughtered, but rather in such fields as the home 
the school, and the church, in the enrichment of the 
lives of the industrial workers and in the stabiliza- 
tion of business, where progress is measured by the 
humanitarian terms of contentment, appreciation, 
sacrifice, and service. 


CHAPTER IX 

THE APPLIED TECHNIQUE OF STABILIZATION 
Henry S. Dennison 

There can be no question that since men first 
began to transact business by means of currency and 
credit there never yet has been a long period of 
uninterrupted prosperity; as summer, fall, winter, 
and spring follow each other with unfaltering regu- 
larity, so business boom, strain and crisis, depression, 
and revival come in a sequence which never varies. 

Recognizing these recurring periods, the Dennison 
Manufacturing Company has evolved the following 
principle; When we are in a period of moderate 
prosperity we can look for some sort of change in 
from eighteen to twenty-four months; when we are 
in the midst of a riot of prosperity such as marked 
the closing months of 1919, we can look for a change 
to begin in about twelve months. It was on the basis 
of this simple rule of thumb that the company be- 
gan, watchfully, in January, 1920, to get ready for 
a break in prices; and when it came in November, 
it found us prepared. We manufacture shipping 
tags which are used by producers, retailers, and pri- 
vate individuals in every town and for every con- 
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ceivable purpose. Our tag sales records, therefore, 
are a pretty good reflection of general business activ- 
ity they show immediately whether people are buy- 
goods and shipping thorn by freight and expr« 
Along came the Srst taint thunders of a crisis; the 
Ire cautions folk stopped placing orders^ ^d <»r 
sales showed a decrease in 

period of the preceding year. Week by w^k the 
decline in our sales continued, but we were not panic- 
ttricken; we knew there was a bottom to the curve, 
Id we knew just about when it was going to be 

^^Th?temptation, however, to overplay a period of 
nrosnerity is very great. It is easy to argue oneself 
Lto the conviction that this period is different from 
any preceding one; that business is m for five year 
or ten years of the greatest prosperity the world has 
ever known. How often that sort of talk was heard 
in [he closing days of 1919 ! How often men de- 
Led that ftey “had a hunch" that tMnp were 
going to be good for a long time to come! The in- 
lueL of a universal hunch is tremendous; even 
a cautious business man is likely to be swept off h 
feet when he hears from every man he meets reports 
of booming sales and scarcity of labor and materia . 
It is hard to resist the pressure of one s 
zation for increased production; it is hard to stand 
against the wave which is nearing its crest - ^ 

The crest of the wave is due to the widespread 
belief in the continuance of the expansion of the 
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country and its business at a rate which is too great 
to be maintained and assimilated. While consump- 
tion, especially in a country as large as ours, with its 
constantly increasing standard of living, is capable 
of indefinite increase, the rate of increase cannot be 
indefinitely speeded up. Nor can expansion either 
exactly foresee or exactly match that rate. Over- 
estimates in this regard, overestimates in the indi- 
vidual enterprise of requirements and of future 
prices, lead to overextension of plant, overpurchases 
of raw materials and merchandise, increasing size 
and inefiiciency in labor force and in methods of 
management, and overstraining of credit resources. 
These effects apply to commerce, industry, transpor- 
tation, and public works. Whether or not it would 
be desirable to flatten out the line of business ac- 
tivity to the straight line of growth — and we are 
inclined to think it would be undesirable to do so — 
it certainly, is impossible to do it. However that 
may be, it is not the wave itself but the breaking 
crest of the wave that does the damage. We, there- 
fore, focus our attention upon the crest and try to 
discover and apply measures which we may reason- 
ably expect to modify it. 

But what business needs generally to modify this 
crest is not less vigilance on the part of individual 
concerns as to the special conditions affecting par- 
ticular lines, but a very much larger and more de- 
tailed body of information, gathered widely and 
authoritatively, and distributed promptly and fre- 


370 THE STABILIZATION OF BUSINESS 

quently by a reliable agency, regarding conditions 
affecting all lines that exhibit the currents at work 
to accelerate or retard the fluctuations of the busi- 
ness cycle. 

The sources of this information would be at least 
the following: 

Statistics of inventories and goods on order. 

Statistics of production with the ratio to produc- 
tion capacity. 

Statistics of construction begun and under way. 

Weekly earnings and hours by trades and estab- 
lishments with the ratio to capacity. 

Employment statistics. 

Statistics of cost fundamentals. 

Pactors affecting probable demand for or con- 
sumption of specific articles. 

And this general information is now most essential 
as the rise of modern industry with its indirect 
methods of distribution has removed the original 
producer very far from the ultimate consumer, and 
has made it necessary for the former to gauge the 
requirements of the latter considerably in advance 
of the actual call for the goods. Supply, therefore, 
is regulated not by actual demand, but by what the 
supplier thinks the demand will be. If the supplier’s 
prediction were always correct, there might be no 
such thing as our present business cycle ; but the fact 
is that at the critical moment the producer is misled 
by appearances, and produces most actively just 
when the consumer’s demand is about to fall off. 



Chart 1. Some Forces Controlling Supply and Demand 
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Chart No. 1 illustrates the point in question. The 
point it ought to bring out is that there are three 
principal factors which enter into the effective de- 
mand for any article or group of articles. These 
are needs or requirements, financial resources, and 
price expectation. 

The beaded lines in the two upper sections of the 
chart represent the purchaser’s price expectations. 
It should be particularly noted that they do not rep- 
resent what prices are, but show the extent to which 
his purchases are affected by the purchaser’s opinion 
as to what they are going to be. The heavy straight 
line represents a neutral price expectation. When 
the beaded line is above this line, the buyer thinks 
prices are going up and when it is below, he thinks 
prices are coming down. The farther it is above or 
below the neutral line, the greater the expectation 
is intensified. When the price expectation line turns 
downward it indicates not an expectation of lower 
prices, but merely a weakening in the belief that 
prices are stiU going up. The appearance of a 
belief in higher prices is not indicated until the price 
expectation curve again rises above the neutral 
fine. 

The heavy black line represents purchases, and 
the two spaces between the heavy line and the 
beaded line represent the buyer’s needs and the 
buyer’s resources. In the case of the dealer, his sales 
expectation is the basis of his needs. 

Both the consumer and the dealer buy relatively 
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more when they think prices are going up, and less 
when they think prices are going down. In the same 
way, the consumer buys more when weekly earnings 
are high and less when factories are shut down and 
he has less to spend. The dealer’s resources prob- 
ably have little effect on his buying until he reaches 
his credit limits, or until the crash comes and wipes 
out his resources entirely. Then his lack of re- 
sources helps to limit his purchases until he gets 
back on his feet again. 

In superimposing the consumer’s and dealer’s 
charts we have indicated a lag between the two. 
This lag, in our opinion, was an important factor 
in the recent depression. The superimposing of the 
two lines illustrates that on the up grade of the 
cycle, taking the country as a whole, including the 
ultimate consumers, we were stocking up with goods, 
whereas on the down grade we were drawing from 
stocks. 

To provide the producer with that information 
which will allow him to plan and budget intelli- 
gently beyond the demands of the moment is an 
increasing need of modern industry and commerce. 
As planning and budgeting become habitual, un- 
bridled guessing will be displaced by more careful 
estimates — ^by guesses guided by available facts. 
The manufacturer has no more important problem 
than that of forecasting the demand for his products. 
He cannot afford to be misled by outward appear- 
ances, or by such phrases as “the shelves of the 
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country are bare,” or the “shelves of the country 
are glutted.” His greatest need is for timely statis- 
tics. 

Within the producers’ organization perhaps the 
first executive tp need statistics which will enable 
him to follow a stable policy is the purchasing 
agent. He is interested in cycles for two reasons: 
first, in order to gauge the purchasing requirements, 
and second, in order to gauge prices. For his pur- 
chase requirements he may depend largely on the 
planning department, but within certain limits he 
will always vary his actual purchases according to 
the price cycle. To help the purchasing agent the 
Dennison Manufacturing Company has adopted the 
following plan: 



Chart 2. Use of the Price Trend as a Guide to Purchasing 
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We have figured out roughly the maximum and min- 
imum inventories of each important raw material 
which we are willing to carry at different periods of 
the cycle. Then we have charted over a long period 
the prices of the principal commodities that we pur- 
chase, and through this we have drawn a fine show- 
ing the secular trend. (See Chart 2.) Approxi- 
mately parallel to and a certain distance above and 
below this line of secular trend, we have drawn what 
we call our minimum and maximum purchase lines. 
Then we vary our actual purchases according to the 
position of actual prices relative to these three lines. 
The minimum purchase line represents the smallest 
amount we dare carry for current needs, and the 
maximum purchase line represents the most that 
we consider it wise to invest in inventories. Sup- 
pose, for instance, that on a certain material our 
standard quantity to order is six weeks’ supply. If 
prices are below the line of secular trend we may 
buy up to twelve weeks’ supply, but if prices are 
above the line of secular trend we may buy not more 
than two weeks’ supply. We make no attempt to 
gauge the actual turning point, because we believe 
that it is impossible to hit it exactly. Most pur- 
chasing agents who wait for the actual turning point 
buy too much or too late. 

We do not mean to imply that our purchasing is 
a purely automatic affair but merely that we have 
found it wise to use certain mechanical guides. The 
one great temptation always before a purchasing 
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agent is to buy far beyond estimated needs on a 
rising market. Each day the problem of how much 
to buy comes up on some individual commodity, and 
at the same time there seems to be every reason for 
buying for a long time ahead. Hence, unless some 
guiding rules are followed, the cumulative result is 
likely to be such that in emergencies the management 
will find that it has too much money tied up in in- 
ventories. 

Naturally, with regard to the items of most ac- 
count in our particular line of business, we keep 
closest watch upon the special influences which seek 
to govern the general trend and fluctuations of those 
special markets. With them, as in fact with all the 
lesser ones, we are guided rather than shackled by 
our general purchasing policy. But on the whole 
it is very broadly lived up to. It certainly justified 
itself last year by leaving us with light stocks on 
hand of almost every item when the prices started 
to break. 

But just as it is essential for the producer to have 
a purchasing policy which will make for stability, it 
is also necessary for him to have a flexible sales policy 
which can adjust itself to the varying conditions of 
the business cycle. Indeed the need of increased eflfl- 
ciency in selling is going to hold a central place on 
the stage of business interest for many years to come, 
for two reasons. First, we have seen the last -days of 
the seller’s market and are entering upon a period of 
competition probably more keen and intelligent than 
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any we have ever known in this country. Second, 
while there is still plenty of progress to be made 
in reducing costs in the factory, there is a still greater 
opportunity in most businesses for reducing costs in 
selling. The business executive who begins an in- 
tensive study of his sales organization to-day may 
be preparing himself to meet a very severe test; and 
even if the trend of the market becomes less strenu- 
ous than is now indicated, he certainly cannot lose 
by such a study. 

The study and analysis of the situation, the plan- 
ning and looking ahead, are the secrets of keeping 
sales relatively uniform. Our worst week was in 
February, 1921, when we were running ninety-six 
per cent normal. All this has nothing astonishing 
about it, because we accepted the Taylor doctrine 
that business management is a profession. It is 
subject to analysis and needs laborious study and 
experimenting of all sorts, just the same as any other 
profession based upon any other science. When we 
came through the depression of 1907, we made up 
our minds that we would not get caught so badly 
again. We got caught in 1914, but we were not 
caught very badly, and this time we were able to 
utilize our past experiences. We have been making 
steady progress in regularizing production. The key 
to the true worth of this movement is to have a sales 
organization that is yours; that will respond; that 
will work for and with your concern; not a selling 
organization that is “on its own.” 
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The actual sales department with us covers the 
world, and is organized upon the district basis, the 
districts, thirty-two in number, being chosen to suit 
the circumstances. Northern Ohio is a district in 
itself, yet Denver is the center of a district which 
covers five states. New York City is a district by 
itself, greater Boston is a district by itself. We 
chose districts by form and size to make them the 
most effective sales management units. 

There is in charge of each district a District Sales 
Manager, and an essential requirement is that this 
manager should do some selling himself. In Denver 
he can easily devote eighty per cent of his time to 
this work; while in New York his strictly man- 
agerial duties are so exacting that he can give but 
three or four hours a week to selling. Nevertheless, 
we lay down as one fundamental that the District 
Manager should sell because his sales keep him fresh 
on the job as manager. He knows how to talk to a 
salesman most effectively after he has been selling 
himself. 

These District Managers are supervised by four 
General Sales Managers, located at Framingham, 
Massachusetts, where the plant is situated. The 
International Harvester Company also has found 
this policy effective. They have no factory in Chi- 
cago, but the head of their dozen factories is there. 
In our case we have only one factory, and. it is 
natural and proper that the sales department head 
should be at the factory. . This contact is so im- 
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portant that one may look for trouble in a concern 
which has separate sales and manufacturing head- 
quarters. In the old days our troubles were rich 
and plentiful; three times as much effort was spent 
by the sales department in fighting the factory as 
was spent in fighting competitors. When the two 
divisions were first brought together, times were 
lively; but close contact soon developed an under- 
standing of each other’s difficulties. 

The thirty-two districts are now almost equally 
divided among these four General Sales Managers, 
for it is the belief of the company that one man 
cannot effectively supervise more than eight or nine 
sales units. Furthermore, the districts are not as- 
signed in solid blocks, but the territory of each Gen- 
eral Sales Manager is so arranged that he has dis- 
tricts in different parts of the country. Conse- 
quently, for the solution of major problems, the four 
General Sales Managers have a common knowledge, 
based on general rather than on sectional conditions. 

Another result of centralized control has been the 
establishment of uniform sales practices. It was only 
when most of the General Sales Managers had set- 
tled down in one central office that we began to get 
a real insight into the sales practices in vogue and 
into the relative merits and necessities of such prac- 
tices. The General Sales Managers were formed into 
a selling committee, which by informal conferences 
examined the existing practices and slowly developed 
a universal standard for the salesmen. Furthermore, 
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that these new standards might be enforced, effective 
report forms and inspection methods were evolved. 

By keeping themselves in close communication 
with their District Managers, the General Sales 
Managers have been able to keep their rules and 
standards within the practical bounds of enforcibility 
and to get intelligent cooperation toward their en- 
forcement. By these means that most difl&cult ques- 
tion of preserving the balance between too much con- 
trol and too little has been handled in a most prac- 
tical way. We have found that spending plenty of 
time in discussions and consultations before rules 
are made usually pays rich dividends. And we have 
found that the more thoroughly our sales managers 
become acquainted with the actual job of selling, the 
more ground our rules and standards can cover with- 
out encroaching upon the broad field of the creative 
effort of salesmen. 

Our District Managers scattered widely over the 
country in some thirty to forty cities must neither 
be shackled by rules nor allowed to develop incon- 
sistent sales practices. Similarly, under each of these 
District Managers, their salesmen must have rules 
which guide but do not bind. To this end standard 
practices are established only after thorough investi- 
gation and patient explanation; and definite and 
appropriate limits of deviation are allowed to each 
District Sales Manager, within which he may move 
at his discretion, but beyond which he must not go 
without a General Sales Manager’s approval. 
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As has just been indicated, the management of 
the sales force is now given to the General Sales 
Managers and the District Managers; but “mer- 
chandising” is the function of the Merchandising 
Managers. We do not use the word “sales engineer- 
ing,” but one part of sales engineering we call 
“merchandising.” We have a variety of goods, and 
to get any sort of concentrated attention we divide 
them into five groups: the jewelry box line; the line 
for dealers; the holiday goods; the crepe line; and 
the consumers’ lines. 

We came to this plan through the discovery that 
when our competitors concentrated on some one of 
our lines, they had an advantage in focusing atten- 
tion on their goods and were developing and im- 
proving them sometimes more than we. As we be- 
lieved that we were scattering our attention, we 
divided up our fines and put them under committees 
of salesmen. The committee chairman gradually 
became so busy that we had to relieve him of his 
selling work. Soon he took almost sole responsi- 
bility for his part of our fine, and we called him a 
Merchandising Manager. His job is the creation of 
new fines, the investigation of demand and prices of 
competing goods, the changes in our own prices, the 
approval of materials, the designs and packaging of 
our goods, and the high school education of sales- 
men. The Merchandising Manager has his attention 
focused all the time on relatively few goods, and 
educates the District Managers as well as the sales- 
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men in the best methods of sales. On his trips, which 
consume from a quarter to a third of his time, he 
sits down with the salesmen and sells his line to 
them. 

Then he has a function in regard to our warehous- 
ing and the amount of stock we carry at any time. 
The specific job of warehousing is a factory job, but 
watching the field and the condition of the market 
is the Merchandising Manager’s job, and he keeps in 
very close touch with the factory. Upon current 
production he has to be consulted ; he watches con- 
ditions and is the adviser of the factory as to the 
stocks of finished goods in the warehouses. He is 
between the sales division and the factory; he must 
make prices and goods conform to the market on 
the one hand, and to the factory facilities on the 
other. In the old days we had to make stock in 
whatever form the sales department told us to make 
it. The Merchandising Manager now knows the 
selling field; and he and the factory talk the thing 
out so as to fit the requirements of both. 

The merchandising man watches the field of com- 
petitors, and their development and growth. He 
tries to make the sales department force feel that 
all they have to do with competition is to report 
it and then forget it. When a salesman begins to 
feel that he has to worry about a competitor’s busi- 
ness we find it hard to make him think about Den- 
nison business. We have of late years met com- 
petition a hundred times more successfully than 
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when the sales department performed that func- 
tion. 

Furthermore, these five Merchandise Managers 
have been formed into an advisory committee under 
the Director of Merchandising. This committee 
meets once a week, and beside the merchandise 
men the Purchasing Agent, the Factory Manager, 
and the Advertising Manager also attend. Here the 
important suggestions of the Merchandising Man- 
ager have a wider consideration than one man alone 
could possibly give. 

Out of this ceaseless effort to find better sales 
practice which a freely traveling sales management 
induces, and from the opportunities for comparison, 
of results and exchange of ideas which a high degree 
of centralization affords, is growing an approach to 
the sales problem bearing about the same relation 
to line management which the engineering and the 
planning departments of the factory bear to produc- 
tion management. 

As we have found that our purchasing, sales, and 
merchandising pohcies have been most helpful in 
avoiding the damage caused by the breaking crest 
of the business cycle, we have in like manner found 
that our credit policy has been an aid to stability. 
During boom times orders are free and credits easy; 
nevertheless, it is then that the Credit Department 
can get busy and save a good bit of the losses during 
the depression to come. For when orders begin to 
crowd capacity, some must be lost on account of 
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delivery time; the Credit Department should then do 
its best to save the company from losing a prompt 
customer in order to serve an uncertain one. In our 
own case, we use the oversold boom times to improve 
the average dependability of our accounts by stiffen- 
ing our standards at the credit desk. New orders 
are then seldom accepted from customers of poor 
record. 

The results we can show from adopting a policy 
of rigid credits during a time of expansion are inter- 
esting. ScientificaUy, of course, they cannot be 
called conclusive since they represent only one ex- 
periment, but they bear out very well the a prion 
suppositions. During the depression extending from 
September, 1914, to August, 1915, the ratio of our 
losses to sales was 0.0052. During the prosperous 
year of 1920 the ratio was 0.0005. During the eleven 
months of depression in 1921, foUowing the careful 
preparation of the Credit Department, it was 0.0013. 
It would seem on the surface, therefore, that we had 
reduced our losses seventy-five per cent by this 
policy of preparedness. 

Because of the difficulty of collecting during de- 
pression, there is a temptation to restrict credit 
during such times. This, we believe, is a mistake if 
it results in the curtailment of sales when sales are 
needed most. One must scrutinize credit very care 
fully at such times, but it pays to take a m,uch 
bigger chance when one needs the orders than when 
he does not. We expect, of course, a bigger ratio 
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of loss in depressions, but as far as possible we want 
that loss to result from orders taken when they are 
needed, rather than from orders taken months be- 
fore, manufactured on overtime pay and in conflict 
with orders for good-pay customers. 

Another aid to business stability is an advertis- 
ing pohcy which will sell goods when orders are most 
needed. New advertising should be prepared by 
manufacturers during prosperity, so that it will be 
ready to launch when the critical moment arrives. 
As a matter of fact, however, most business con- 
cerns advertise more during prosperity than when 
business is poor. This fact is shown by its influence 
on the price of paper. What is the use of a manu- 
facturer’s advertising when he already has all the 
orders he needs? He should save it up, keep plan- 
ning, and launch the campaign when he needs the 
business. Our advertising appropriations are made 
on a five-year basis, and the manager is supposed to 
reserve his advertising appropriation in good times 
and to spend freely in hard times. This is the prin- 
ciple applied in every department of our organiza- 
tion. 

Up to this point we have been discussing more par- 
ticularly the solution of those problems of the busi- 
ness cycle which affect us as the producers of goods; 
but we also have problems of plant and of labor 
which require the keenest analysis. 

As the business cycle advances, and a crisis im- 
pends, the heads of a corporation should scrutinize 
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more and more carefully each project put before 
them by the engineering staff. They will find that 
even if the projects are completed as to planning, 
many of them can be postponed as to execution, witli 
profit to the company and to the community as well. 
In the boom before 1873, Andrew Carnegie, when 
asked by Mr. Farquhar why he did not build more 
furnaces, said that it would be cheaper to wait and 
buy plants that other men were building. He did 
not exactly foresee the panic that was to come, but 
he knew that the steel industry was being expanded 
at a more rapid pace than the market could assimi- 
late, and it was therefore evident to him that a 
number of firms were doomed to failure. 

It takes time to draw up building plans and dis- 
cuss them, and after construction is started it takes 
a long time to finish the buildings and to furnish 
them with machinery. Hence, the business man 
cannot afford to wait until his present facilities are 
overtaxed before he begins to consider expansion. 
Those who do wait are likely to find their added 
capacity becoming available at just the time when 
they ought to be curtailing their output, or after 
they have already done so. They build fixed assets 
when they cost the most and finish them when they 
are needed least. 

The only way to avoid this is to study the long- 
range trend of a business ; find out the rate of normal 
growth, and build for it. In our company we have 
charted our line of growth for different facilities over 
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a period of twenty years or more, and on tins basis 
we estimate our future requirements during the 
cycle as a whole. (See Chart 3.) When building 



and •machinery prices are below the secular trend, 
we build a little more than up to the normal line, 
and when they are above, we build less or stop build- ■; 




388 THE STABILIZATION OP BUSINESS 

ing entirely. We do not try to build at the exact 
bottom of the market any more than we try to pur- 
chase raw materials at that time. It would be even 
harder to hit the exact bottom in building than it is 
in the case of merchandise or raw materials. Of 
course if we have not the money during depression 
we cannot build; but the desire to have the money 
on hand is a strong restraint during booms, and good 
planning will usually make it possible. 

With the coming of a period of depression, regard- 
less of the most careful planning, the majority of 
corporations are confronted with the unemploy- 
ment problem. To find the best means to meet this 
problem is undoubtedly one of the most serious 
matters before thoughtful business men to-day. 
One method of alleviation is unemployment insur- 
ance. 

Industry’s contribution to an unemployment re- 
lief fund, whether direct or through taxation, may 
take such a form that the adverse influences it sets 
up entirely overcome the forces tending to social 
health and leave a resultant of negative magnitude. 
It may take the form of an assessment in proportion 
to pay roll, thus rewarding irregularity of manage- 
ment; it may make its conditions of payment dis- 
turbing; and again it may make its payments so 
small as to irritate, or so large as to kill initiative. 
Many tests must be brought to bear upon any project 
for unemplo5nnent insurance. The most important 
single test is this: that the scheme should exert a 
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balance of influence toward regularizing employ- 
ment. 

Some day we may know enough about the funda- 
mental forces in the field of social engineering to 
calculate in formulas such influences as these. Just 
now we must plan as wisely as we can and then 
experiment; and in the field of unemployment insur- 
ance the special need now is a joint experiment by 
employers, with just enough men in a group to give 
the experiments variety in application. Small 
groups have blazed the trail at their own risk. 
Larger aggregates have been able to follow where 
the roughest undergrowth has been cut away. 
Several such groups should get together for the pur- 
pose of exploring the possibilities of unemployment 
insurance through mutual companies, following the 
mutual fire insurance companies in their insistence 
on preventive work. Their puzzles will be many, but 
the experience in several countries having unem- 
ployment doles added to our own wide range of ex- 
perience with mutual companies ought to offer a 
basis for their answers. 

There is one field of possibilities which has been 
suggested to us by some of the problems which we 
have been meeting in the handling of our own unem- 
ployment relief fund. Upon a fairly large class of 
goods we found it would be cheaper to manufac- 
ture for stock and to store for long periods than to 
pay unemployment relief for idleness. This class 
of goods is determined by the ratio of labor to total 
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cost, by overhead, and by storage charges. Upon 
such goods, therefore, sound economy and good social 
practices meet together. If only we could provide 
the necessary funds, we could in the case of this par- 
ticular class of goods use employment to cure unem- 
ployment. So we are proposing to set aside a part 
of the present unemployment relief fund as a special 
depression insurance fund, which will be used under 
appropriate rules to finance making for stock more 
of certain staples than we could make without the 
help of this fund. 

It is this idea of depression insurance, as 
yet barely more than a suggestion, which should 
be given thought by many groups of corporations 
which may begin to discuss mutual action in 
mitigation of unemployment. 

The Dennison Manufacturing Company has also 
begun the task of working out a policy for the relief 
of unemployment by the company. The impos- 
sibihty of determining now the proper fixed charge 
or ratio of charge to be made against unemployment 
and the advisability of budgeting charges capable of 
so elastic an application have led to the creation of 
an Unemployment Fund, set aside by the Directors 
out of the profits, and accumulated over a period of 
approximately five years. It is necessary to bear 
in mind at the start the status of this fund, both 
because the status represents the adjustment to a 
new industrial concept, and because the reaction to 
the program which this fund involves will be deter- 
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mined in no small degree by the conception of it 
which prevails. 

In the first place, it is not charity; it has a busi- 
ness basis and must rest upon considerations of 
mutual advantage, with mutual self-respect. This 
business basis it must find in securing and retain- 
ing better employees; in better work on the part of 
the employees, due to their release from the risk 
of periodic total loss of income through unemploy- 
ment; and in a steadier working force, due to the 
abrogation of the risk that the employees will find 
permanent work elsewhere during the times when 
they are unemployed. 

In the second place, our establishment of an Un- 
employment Fund is not a guaranty either of per- 
manence of employment or of maintenance of the 
regular wage rate. Lacking knowledge on the sub- 
ject, we provide a fund, setting emphasis on its 
wise use, and stating plainly that we do not guar- 
antee its renewal. 

After the Directors had established the Fund, the 
matter of working out provisions for its administra- 
tion was placed in the hands of a special committee, 
of which two members were representatives of the 
employees from the General Works Committee, and 
two from the management. This committee in draft- 
ing the rules governing the use of the fund gave to 
the term “unemployment” a broad interpretation, 
not regarding total or even partial idleness as neces- 
sary in order to establish unemployment within the 
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intent of the Fund, but regarding any loss involved 
by the inability of a willing worker to continue em- 
ployment at his normal and qualified duties, while 
being retained on the books of the company, as 
creating a field of unemployment loss. 

Accordingly, the program the unemployment com- 
mittee has mapped out provides at the start that, in 
the event of unemployment shortage in any part 
of the plant, the actual laying-off of any employees 
shall be avoided whenever possible by temporarily 
transferring those for whom there is no work to 
other parts of the plant where there is work. If this 
results in a materially lowered wage rate, it is recog- 
nized as constituting a basis for a claim upon the 
Unemployment Fund. Therefore, if any unemploy- 
ment exists, there may be both a class in which there 
is a complete lack of work, and a class in which the 
unemployment claim is really a claim for loss by 
reason of diminished returns. Employees, regard- 
less of length of service, are paid for all unemploy- 
ment of one-half day at a time or over. No lay-off 
or transfer of less than half a day at one time is 
considered unemployment. 

As has previously been stated, the fund is^not 
a guaranty of the regular wage rate. It is felt that 
at least in the first experiments the burden of un- 
employment should be jointly shared by the em- 
ployer and employee, and the fund used as far as 
possible in reheving the worst distress from unem- 
ployment. Furthermore, there is a certain healthy 
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effect upon the employee in thus knowing that in 
unemployment relief, as in fire insurance, there is 
an appreciable factor of coinsurance; for this will 
remove any possibility of the fund tending to mo- 
tivate against a feeling of responsibility on the part 
of the employee as to his own financial security. 

Accordingly, whenever there is actual unemploy- 
ment, the Fund is set in operation for the relief of 
distress in the following manner: Employees who 
are temporarily laid off receive eighty per cent of 
their regular wages if they have dependents, and 
sixty per cent if they have no dependents. Both 
classes of employees, when they secure temporary 
work outside, are entitled to an amount equal to ten 
per cent of their outside earnings plus ninety per 
cent of their earnings with the Dennison Company, 
the Unemployment Fund being used to make up the 
difference between this amount and what they re- 
ceive outside. Employees who are transferred inside 
to other work are paid their full wages if they are 
time workers and ninety per cent of their six weeks’ 
average if they are piece workers. Whatever they 
are worth on their new job is charged to operating 
expenses, and the rest is made up out of the Unem- 
ployment Fund. At any time after six days’ pay- 
ments have been made the Unemployment Fund 
Committee may stop making payments to any em- 
ployees who, in its opinion, are not making proper 
efforts to secure outside work. 

Thus, in all cases where the employee’s earning 
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power is temporarily reduced because of lack of 
employment, whether the employee is rendered idle 
or secures temporary employment in some other 
work inside or outside the factory, he is protected 
against any severe hardship. 

Moreover, the company retains the right, if it 
deems best, to discharge employees; but discharge 
because of shortage of work — ^besides being regarded 
as a move to be resorted to only when the shortage 
cannot be considered temporary — is not permitted 
to create an unemployment problem for which there 
has been no warning. An employee cannot be sum- 
marily projected because of lack of employment out- 
side all safeguards which the Dennison system has 
created, without receiving two weeks’ notice or its 
pay equivalent, thus assuring the employee two 
weeks to place himself to better advantage. 

Although a clearly defined working principle has 
been mapped out in the entire field of compensa- 
tion, all practices are but tentative hypotheses which 
are put into practice merely to feel out, step by step, 
the true principles that control this new field. The 
relief of unemployment will become one of the prin- 
cipal incentives to the prevention of unemployment. 

Unemployment insurance and an unemployment 
fund are remedies against the damages which periods 
of depression bring to labor; but another remedy 
for unemployment is found in a labor force which 
is both versatile and loyal. At no time does ‘the 
advantage of a^ versatile labor force show up so 
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strongly as during depression, when it is necessary 
to carry absolutely no superfluous help and yet to 
have enough to insure prompt delivery. Employees 
who can be shifted from one department to another 
without loss of efficiency are decidedly valuable. To 
train employees to do different classes of work, and 
to keep careful records showing who they are, is 
therefore more than ever necessary when business 
is slack. If additions and improvements are made 
during periods of depression, it is often desirable to 
transfer manufacturing people to construction work 
at this time. Rearrangements can be carried out 
during depression when work is slack. Stores can 
be put in order and other jobs of the kind can be 
done. Producing machinery can be repaired during 
business slackness when the machinery is idle, for 
during prosperity repairs often mean a loss of valu- 
able time. 

Finally, when a considerable number of men and 
women are associated together for any purpose, it is 
always necessary that rules and arrangements be 
devised so that the efforts of each of the individuals 
may not be at random or in conflict, but directed 
toward the common goal. These rules and arrange- 
ments constitute the government of that particular 
group. Whatever may have been true in the past, 
we believe that in the years to come the best form 
of government of an industrial group will provide 
increasingly effective means by which all members 
of the group may express their intelligent consent 
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or dissent to the rules which govern them. Only 
under such conditions can men and women give their 
best to the common goal and develop the ability to 
make that best progressively better. 

The Works Committee plan is not only the great- 
est step that we could take to-day toward this goal, 
but it goes still further; it provides a regularly estab- 
lished means through which every member of the 
organization can help in the development of con- 
structive policies to improve the efficiency of the 
whole organization and to increase the opportuni- 
ties for happiness of each of its members. 

The Works Committee plan, by providing for the 
adjustment of grievances, has made them rare; by 
providing a committee of representatives it has made 
possible government with the consent of the gov- 
erned; and by providing joint committees for a thor- 
ough and thoughtful investigation of specific sub- 
jects, it has secured to us the opportunity to create 
continuously those new plans for efficiency and con- 
tentment which will make sure our steady progress 
in the future. Though the details of our Works 
Committee plan are important and worthy of careful 
study, more important is the fact that the conception 
of the plan and the development of all its details 
were the work of the committee of employee repre- 
sentatives. The management can claim no share of 
the credit; it could not help approving the thorough 
and well balanced work of the committee. 
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